EXHIBIT 13-5 


Source: U.S. Department of the Treasury, Internal Revenue Service, Form 8582. Washington, DC: 2017. 
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lamets) shown on return. Do not enter name ial security number on y our security 
Marcella Doe 412-34-5670 
n: compares amounts reported on your tax return with amounts shown on edule(s) K-1. 
ncome or Loss From ps and S Note: If you report a loss from an at-risk activity for which 


any amount is not at risk, you must check the box in column (e) on line 28 and attach Form 6198. See instructions. 


27 oe a romja pasa ve ac oa een Fm or mise paren a prior year 
unallo a ec n 2), or unu > i 
ou ans red * Struc or 


RAT "Tas : 


oom» 


29a 
b 
30 Add columns (g) and (j) of line 29a . 
31 Add columns (f), (h), and (1) of line 29b x 5 
32 Total partnership and $ corporation income or (os). Combine Ines 30 and 31 Enter the 

result here and include in the total on line 41 below . . . . 
EAS Income or Loss From Estates and Trusts 
33 fo) Name O. ear 
A 
B 

Passi ome and o o! 
(c) Passive deduction or loss allowed {N Other income from 
(attach Form 8582 if required) Schedule K-1 


35 Addcolumns(djand(ffofline34a . . . . 2 2 nme 185] | 

36 Add columns (c) and (e) of line 34b . . . . ei O 

37 Total estate and trust income or (loss). Combine lines 35 and 36. Enter the result here and al o 
include in the total on line 41 below . . . 

EuL Income or Loss From Real Estate Mo rigage Investment Conduits REMIC —Residual Holder 


ee erg Taxable income 
= wien Do “eis ie ie shi o 
Sa ae A eee E > 
39 Combine columns (d) and (e) only. Enter the result here and include in the total on line 41 below | 39; | 
Part V Su f 


40 Net farm rental income or (loss) from Form 4835. Also, complete line 42 below . . . Fa E o o] 
41 Total income or oss). Combine ines 28, 32, 37, 39, and 40. Enter the rel here and on Form 1040, ine 17, or Form 1040NR. ine 18)> “alo o 


42 Reconciliation of farming and fishing income. Enter your gross 
farming and fishing income reported on Form 4835, line 7; Schedule K-1 
(Form 1065), box 14, code B; Schedule K-1 (Form 1120S), box 17, code 
V; and Schedule K-1 (Form 1041), box 14, code F (see instructions) . . [42 | [| 


43 Reconciliation for real estate professionals, If you were a real estate 
professional (see instructions), enter the net income or (loss) you reported 
anywhere on Form 1040 or Form 1040NR from all rental real estate activities 
in which you materially participated under the passive activity loss rules . . [43 | || 
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EXHIBIT 13-6 


Source: U.S. Department of the Treasury, Internal Revenue Service, Schedule E Form 1040. Washington, DC: 
2017. 
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EXAMPLE 13-19 


Over the years, Lori purchased interests in four passive partnerships. 
Partnerships A, B, and C conduct a trade or business, and Partnership Dis a 
rental real estate company. Lori’s AGI prior to the partnership gains/losses 
is $80,003. The four partnerships had the following gains and losses in the 
current year. Lori is sufficiently at-risk in each partnership. 


Partnership Income/Loss Type 
A $60,000 Trade or business 
B (60,000) Trade or business 
C (30,000) Trade or business 
D (10,000) Rental real estate 


In this case, Lori can deduct $70,000 of the $100,000 in losses under the 
PAL rules: $60,000 is allowed to the extent of passive income (allocated to 
B and C), and the $10,000 loss from the rental real estate is allowed under 
the $25,000 offset rule. Lori allocates the suspended PALs to the loss 
properties as follows: 


$30,000 in suspended PAL 
70,000 in PAL allowed 


Suspended 
Partnership B $60,000/$90,000 x $30,000 suspended = $20,000 suspended to B 
Partnership C 30,000/90,000 x 30,000 suspended = 10,000 suspended to C 
PAL allowed 
Partnership B 60,000/90,000 x 60,000 allowed PAL = 40,000 allowedtoB 
Partnership C 30,000/90,000 x 60,000 allowed PAL = 20,000 allowedto C 


Partnership D 10,000 allowed to D 


Partnership A shows $60,000 of income on Schedule E, and Partnerships B, 
C, and D show losses of $40,000, $20,000, and $10,000, respectively. See 
Exhibit 13-7 and Exhibit 13-8 for the correct presentation on Form 8582 
and Schedule E, page 2, respectively. 


TAX YOUR BRAIN 


Why is it important that suspended losses be properly allocated to the 
various loss properties? 
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ANSWER 


The primary reason is that when a passive activity is disposed of, the 
suspended losses are allowed. The suspended losses should be deducted in 
proportion to the activities that created the losses. 


CONCEPT CHECK 13-3—LO 13-3 


L. Which rules are applied first to a passive activity: the at-risk rules or 
the passive activity loss rules? Explain. 


?, Why must suspended passive losses from several passive activities be 
allocated among the activities? 


3. If a taxpayer has AGI of $105,000 before considering a $23,000 loss 
from a rental activity, how much can the taxpayer deduct from the 
rental activity, if any? 


ALTERNATIVE MINIMUM TAX (AMT) 
LO 13-4 


The alternative minimum tax (AMT) is a separate tax system that attempts 
to levy tax on individuals (and corporations) who might otherwise escape 
taxation by using advanced tax incentives and programs provided in the 
IRC. The following is an excerpt from the Senate Finance Committee 
report providing the reasoning for the change in AMT rules: 
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Passive Activity Loss Limitations 
> See separate instructions. 
> Attach to Form 1040 or Form 1041. 
> Go to www.irs.gov/Form8582 for instructions and the latest information. 


(For the definiti actlie.naficipatia 
ructions., 


Activities with net income il Worksheet 3, 
column (a)) 
Actives wih net loss (enter he amount rom Worksheet 3 era 
bw)... 
Prior years' unalowed losses (enter the amount from Worksheet 3 
column(c)) . - . 
Combine lines 3a, 3b, and 3c ‘ 
Combine lines 1d, 2c, and 3d. cds ais u Da ar GCL Bo ve ed sien Tec ai 
your return; all losses are allowed, ee ee en dd 
2b, or 3c. Report the losses on the forms and schedules normally used . . . . 000) 
If line 4 is a loss and: e Line 1d is a loss, go to Part Il, 
e Line 2c is a loss (and line 1d is zero or more), skip Part ll and go to Part Ill. 
* Line 3d is a loss (and lines 1d and 2c are zero or more), skip Parts il and lll and go to line 15. 
Caution: If your filing status is married filing separately and you lived with your spouse at any time during the year, do not complete 
Part II or Part Ill. Instead, go to line 15. 
Special Allowance for Rental Real Estate Activities With Active Participation 
Note: Enter all numbers in Part Il as positive amounts. See instructions for an example. 
Enter the smaller of the loss on line 1d or the loss on line 4 
Enter $150,000. If married filing separately, see instructions 
Enter modified adjusted gross income, but not less than zero (see instructions} 
Note: If line 7 is greater than or equal to line 6, skip lines 8 and 9, 
enter -0- on line 10. Otherwise, go to line 8. 
Subtract line 7 from line 6 er 
Mut In 8 by 0% (0.50, Do not antar more than 825.00. mani fing separa, se instructions 
Enter the smaller of line 5 orline9 . . A 
If line 2c is a loss, go to Part III. Otherwise, go to line 15. 
Special Allowance for Commercial Revitalization Deductions From Rental Real Estate Activities 
Note: Enter all numbers in Part Ill as positive amounts, See the example for Part Il in the instructions. 
Enter $25,000 reduced by the amount, if any, on line 10. a ota see instructions 
Enter the loss from line 4 . a $ ‘ i 
Reduce line 12 by the amount on line 10 
Enter the smallest of line 2c (treated as a positive amount), line 11, or line 13 


15 Add the income, if any, on lines 1a and 3a and enter the total . 


16 Total losses allowed rom all passive activities for 2017. Add Ines 10, 1 14, ci: See 
instructions to find out how to report the losses on your tax retum . à = 


EXHIBIT 13-7 


Source: U.S. Department of the Treasury, Internal Revenue Service, Form 8582. Washington, DC: 2017. 
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Schedule E {Form 1040) 2017 Attachment Sequence No. 13 Page 2 

Name(s) shown on return. not enter name and social security number if shown on other sde. our 

Lori Doe 412-34-5670 
compares amounts reported on your tax return with amounts on is) K-1. 


| Part It | acom of Loss Mom Pestaaraties and E Corporations Note: If you report a loss from an at-risk activity for which 


any amount is not at risk, you must check the box in column (e) on line 28 and attach Form 6198. See instructions. 


27 od o droma pasivo ay oa pen Fn) ut or basis limitations, a prior year 
unallo 2), or une Y ip expenses? If 
ou ans red“ e complet ae nm (] Yes C No 


T HAT Aa q 


oom» 


Add columns (g) and (j) of line 29a . pela te WS te MR ee a 

Add columns (f, h), and (i) of line 29b . . . . ) 
Fetal pamerıhle and 8 eompeneiien Income: ar Geen, Ooie Ines 30 and 35. Enter the 

result here and include in the total on line 41 below . . . š t S 
BAAL Income or Loss From Estates and Trusts 


ao 
R283 


35 Add columns (d) and (f) of line 34a 

36 Add columns (c) and (e) of line 34b 

37 Total estate and trust income or os). Combine Ines 35 and 36. ‘Enter the result here and 
include in the total on line 41 below . . . 

Part IV oome or Leas Prom nar meem ort 


mn | Megan | RRR 
—_ AA 

39 Combine columns (d) and (e) only. Enter the result here and include in the total on line 41 below 139 | | 

Part V Su 

40 Net farm rental income or (loss) from Form 4835. Also, complete line 42 below. . . = A Hg 

41 Total income or loss). Combine Ines 26,32, 37, 39, and 40. Enter the resul here and on Form 1040, ine 17, or Form 1040NA, line 18 41| (10,000)! 


42 Reconciliation of farming and fishing income. Enter your gross 
farming and fishing income reported on Form 4835, line 7; Schedule K-1 
(Form 1065), box 14, code B; Schedule K-1 (Form 1120S), box 17, code 
V; and Schedule K-1 (Form 1041), box 14, code F (see instructions) . . [42 | | | 


43 Reconciliation for real estate professionals. If you were a real estate 
professional (see instructions), enter the net income or (loss) you reported 
anywhere on Form 1040 or Form 1040NR from all rental real estate activities 
in which you materially participated under the passive loss rules. | 43) | 


Schedule E (Form 1040) 2017 


EXHIBIT 13-8 


Source: U.S. Department of the Treasury, Internal Revenue Service, Schedule E Form1040. Washington, DC: 
2017. 
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Reason for Change: The committee believes that the minimum tax 
should serve one overriding objective: to ensure that no taxpayer 
with substantial economic income can avoid significant tax liability 
by using exclusions, deductions, and credits. Although these 
provisions may provide incentives for worthy goals, they become 
counterproductive when taxpayers are allowed to use them to avoid 
virtually all tax liability. The ability of high-income individuals and 
highly profitable corporations to pay little or no tax undermines 
respect for the entire tax system and, thus, for the incentive 
provisions themselves. In addition, even aside from public 
perceptions, the committee believes that it is inherently unfair for 
high-income individuals and highly profitable corporations to pay 


little or no tax due to their ability to utilize various tax 
23 


preferences. 

The AMT rules are based on the notion of alternative minimum taxable 
income (AMTI). To determine AMTI, the taxpayer starts with regular 
taxable income calculated in accordance with the laws discussed 
throughout this text. The taxpayer then makes adjustments to regular 
taxable income to arrive at AMTI, which is used to calculate the minimum 
tax liability using. The AMT tax rate is 26% on the first $187,800 and then 
moves to 28%. The AMT for an individual taxpayer is reported on Form 
6251. 


AMT Formula 
The base formula for calculating AMT is this:24 


Regular taxable income 


+ Personal/dependency exemptions and standard 
deduction if the taxpayer does not itemize." 

+/- Adjustment items? 

+ Tax preference items" 


Alternative minimum taxable income (AMTI) 
AMT exemption amount“ 


Alternative minimum tax base 

Tax rate of either 26% (or 28% less $3,756*) 
Tentative minimum tax 

Regular tax 


1u yx A 


Alternative minimum tax 


a IRC 8 56(b)(1)(E). 
b IRC § 56. 

CIRC § 57. 

d IRC $ 55(d)(1). 

© IRC 8 55(b)(1)(A). 
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It is important to note that a taxpayer does not owe any AMT unless 
the AMT calculation results in an amount higher than the regular tax. Also 
note that the AMT tax rate is either 26% or 28%. If the taxpayer’s AMTI is 
$187,800 or less, the AMT rate is 26%. If the AMTI amount is more than 
$187,800, the AMT rate is 28%. When the rate is 28%, $3,756 is then 
subtracted from the resulting AMT tax calculation. For taxpayers with net 
capital gains or qualified dividend income, the tax rates for these items are 
the same for both AMT and regular tax purposes. 


AMT Adjustment Items 
Adjustments to regular income to arrive at AMTI can be either positive or 
negative.22 The adjustments could reduce AMTI to the point that a 
taxpayer will not be subject to AMT. However, most adjustments increase 
AMTI. Table 13-3 lists the primary AMT adjustments.2° 

Only those adjustments affecting numerous taxpayers are covered in 


detail in this section. For more obscure adjustments, see the instructions 
for Form 6251 and IRC 8 56. 
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TABLE 13-3 Adjustments to AMT 


Standard deduction and personal/dependency exemptions not allowed. 
Depreciation placed in service after 1986 and before 1999. 


Depreciation exceeding 150% declining balance for some assets placed in service after 
1998. 


Adjustments to gains and losses on the sale of assets (different gains are caused by different 
depreciation methods). 


Treatment of incentive stock options. 
Passive activities (differences in regular tax passive loss and AMT passive loss allowed). 


Beneficiaries of estates and trusts (differences in regular income or loss and amount of AMT 
income or loss). 


Treatment of long-term contracts. 
Others. 


Standard Deduction, Exemptions, and Itemized Deduction Limits 


If the taxpayer does not itemize and takes the standard deduction for 
regular tax purposes, the standard deduction is added back as a positive 
adjustment to AMTI. Likewise, the personal exemptions are also added as 
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a positive adjustment.?” 


EXAMPLE 13-20 


Roland is married, files a joint return, and has two children. Because he 
rents his home (pays no mortgage interest) and lives in Florida (has no state 
income tax), he does not itemize his deductions but takes the standard 
deduction. Roland would have the following positive adjustments for 
AMTI: 


Standard deduction $12,600 
Personal exemptions (4 x $4,050) 16,200* 
$28,800 


* Because only high-income taxpayers are usually subject to AMT, the personal 


Limitations on Itemized Deductions 


Several itemized deductions are either limited or disallowed in 
determining AMTI. For example, the AGI floor for medical expenses is 
10% of AGI even for taxpayers 65 and over who still get the 7.5% floor 
(after 2017, the 10% limit also applies to seniors). Any itemized deduction 
for taxes or miscellaneous itemized deductions are totally disallowed for 
AMT purposes.2® The itemized deduction for mortgage interest is also 
modified for AMTI because only mortgage interest used to build, buy, or 
substantially improve the taxpayer’s home or second home is allowed. 
Interest expense from a home equity loan to purchase an auto or other 
asset (qualified housing interest) is disallowed for AMT purposes and 
causes a positive AMT adjustment. This qualified housing interest is 
treated as investment interest and is deductible only to the extent of 
investment income. All other itemized deductions are allowed as AMT 
deductions. If the taxpayer’s total itemized deduction is limited by the 
3%/80% phaseout, the amount of the phaseout would be a negative AMT 
adjustment. 

Table 13-4 summarizes the AMT adjustments for itemized deductions. 


Depreciation Adjustment for AMT 


Nearly every taxpayer who calculates depreciation on his or her tax return 
will have a depreciation adjustment for AMT purposes. For most assets, 
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depreciation must be recalculated using methods allowable for AMT. The 
method and life used vary depending on when the asset was placed in 
service and the type of property (real property or personal property). 


Real Property Placed in Service after 1986 and before 1999 


Depreciation (for regular tax purposes) on all depreciable real property 
placed in service after 1986 and before 1999 is calculated using the 
straight-line method. The only difference is the depreciation life of 27.5 
years for residential real property and 39 years for nonresidential real 
property.” For AMT purposes, the depreciation life is 40 years for all real 
property (straight-line and mid-month conventions stay the same). Table 
13 in Revenue Procedure 87-57 is the appropriate table to use for the 
depreciation calculation for real property under the AMT rules. Table 13 is 
reproduced in the Appendix to this chapter (Table 13A-1). 
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TABLE 13-4 Summary of AMT Adjustments for Itemized Deductions 


Medical AGI floor of 10% for all taxpayers 
Taxes Not allowed for AMT. 
Mortgage interest Allowed for AMT only if the 


interest is to build, buy, or 
substantially improve the taxpayer’s 


residence. 
Gifts to charity Allowed for AMT subject to the 
same limitations as regular tax. 
Casualty and theft losses Allowed for AMT subject to the 


same limitations as regular tax. 


Miscellaneous itemized deductions Not allowed for AMT. 


EXAMPLE 13-21 


Suppose that Jergen had the Schedule A shown in Exhibit 13-9 for his 
regular tax return. The mortgage interest is all qualified mortgage interest to 
purchase his personal residence. 

For AMT purposes, Jergen has the following adjustments: 
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Permitted 


Itemized Deduction Regular Tax AMT Deduction AMT Adjustment 
Medical $53,150 $53,150 $ -0- 
Taxes 49,350 -0- 49,350 
Mortgage interest 15,400 15,400 —0- 
Charitable contributions 12,800 12,800 -0- 
Miscellaneous deductions 1,880 -0- 1,880 
Total AMT adjustment for itemized deductions $51,230 


Because taxes are not allowed as an AMT deduction, any income from 
tax refunds included in regular taxable income results in a negative AMT 


adjustment.?? 


EXAMPLE 13-22 


Alex purchased a warehouse for $310,000 in August 1998. The regular 
depreciation and AMT depreciation for 2015 are calculated as follows: 


Regular Tax Depreciation AMT Depreciation Adjustment 
(Table 6A-8—Chapter 6) (Appendix Table 13A-1) 


$310,000 x 2.564% = $7,948 $310,000 x 2.5% = $7,750 $198 


The depreciation adjustment is only $198 for this asset. This is a small 
adjustment because the depreciation lives are virtually the same: 39 years 
for regular taxes compared to 40 years for AMT purposes. 
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SCHEDULE A OMB No. 1545-0074 
(Form 1040) Itemized Deductions 

Department of the Treasury > Go to www.irs.gov/ScheduleA for instructions and the latest information. 201 7 
internal Revenue Service (99) > Attach to Form 1040. quence No. 07 
Name(s) shown on Form 1040 Your social security number 
Jergen Taxpayer 


Caution: Do not include expenses reimbursed or paid by others. 
1 ca atal e ses ( O 3 
a esl oline 1 Mhi 
-m and local nee ore re 


y B. If paid 
te O ou bo t see inst tions 
and show that person's name, identifying no., and address > 


ee LTE IE oll Aci NEON See instructions for 
special rules . 
Investment interest. Attach Form 4952 if required. See instructions. THH 


Add lines 10 through 14 . . . . ED a a 
Gifts by cash or check. i you made any gift of $250 or more A g 
see instructions. . . 16 

Othar than Dy caah or ena. Ht any gift of $250 or more, see Mu 
instructions. You must attach Form 8283 if over $500 . . . 

Carryover from prior year . » =» 2 . . . . we Bl | | 
Ne IP E gees een Ge E 


or theft loss(es). Attach Form 4684. See instructions 


Unreimbursed employee expenses—job travel, union dues, 
and Certain job education, etc. Attach Form 2106 or 2106-EZ if required. A 
Miscellaneous Sem instructions. A l sssonoooeoorooerenenennnann 21 6,000 
Deductions 22 Tax preparation fees . . (22| Boo] | 
23 Oi dato: aab dapodlt box ato; it Hon 
RER Bes crn nie rn ias ot 
CANARIA AAA 
24 Add lines 21 through 23 . . . . SPA 22 6800| | 
25 Enter amount from Form 1040, line 38 25| 246,000 mri 
26 Multiply line 25 by 2% (0.02) . . 26 4,920 
27 Subtract line 26 from line 24. If line 26 is more than line 24, enter -0- _ . . _ . ” |27| 
Other 28 Other—from list in instructions. List type and amount > 
Miscellaneous 
CIE NEN EEE STEINE AMES ATEN ER a RETINA 
Total 29 Is Form 1040, line 38, over $156,900? 
Itemized 
Deductions for lines 4 through 28. Also, enter this amount on Form 1040, line 40. 


Yes. Your deduction may be limited. See the Itemized Deductions 
Worksheet in the instructions to figure the amount to enter, 


30 O IA 
deduction, check here . . . yg 


For Paperwork Reduction Act Notice, Fe E Ten Cat. No. 17145C Schedule A (Form 1040) 2017 


O No. Your deduction is not limited. Add the amounts in the far right column 


EXHIBIT 13-9 


Source: U.S. Department of the Treasury, Internal Revenue Service, SCHEDULE A Form1040. Washington, DC: 
2017. 
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EXAMPLE 13-23 


Assume the same facts as in Example 13-22, but the property is an 
apartment building instead of a warehouse. 


Regular Tax Depreciation AMT Depreciation Adjustment 
(Table 6A-6— Chapter 6) (Appendix Table 13A-1) 

$310,000 x 3.636% = $310,000 x 2.5% = $7,750 $3,522 
$11,272 


In Example 13-23, the adjustment of $3,522 is higher because the 
depreciable lives are 27.5 years for regular tax purposes and 40 years for 
AMT purposes. 


Real Property Placed in Service after 1998 

Congress changed the law for real property placed in service after 1998. 
Because the depreciation difference affected only the depreciation life and 
the difference was only one year in the case of nonresidential real 
property, Congress eliminated this adjustment. For real property placed in 
service after 1998, there is no adjustment for depreciation. 


Personal Property Placed in Service after 1986 and before 1999 


For personal property, both the depreciation method and the class life are 
different under AMT rules. Regular MACRS depreciation for personal 
property is 200% declining balance (DB), and the life is determined under 
the general depreciation system (GDS). However, only 150% declining 
balance is allowed for AMT, and the life is determined under the 
alternative depreciation system (ADS). Both Revenue Procedure 87-56 
and IRS Publication 946 present the different depreciation systems and 
corresponding lives. 

The AMT lives are almost always longer (never shorter) than the 
regular tax lives. Longer lives and a less aggressive depreciation method 
(150% DB versus 200% DB) ensure that a positive AMTI adjustment 
results for personal property. This adjustment is becoming less important 
because most of these assets were fully depreciated for regular tax 
purposes during the 2006 tax year and fully depreciated for AMT in the 
2009 tax year. 
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TAX YOUR BRAIN 


Will the AMT depreciation adjustment for these assets be larger or smaller 
as the years progress? 


ANSWER 

It will be smaller. Because a higher amount of depreciation is taken in the 
early years with accelerated methods, the 200% declining balance 
depreciation will decline more rapidly than the 150% declining balance as 
the assets get older. Thus the difference between the two numbers will 
narrow. The adjustment will actually become negative in the last years of 
depreciation. 


Personal Property Placed in Service after 1998 
In an attempt to simplify AMT calculations, Congress again changed the 
treatment of AMT depreciation for personal property. For any personal 
assets placed in service after 1998, the depreciation lives for AMT 
purposes are the same as for regular taxes (both will use the GDS life). 
The method still differs (150% DB for AMT and 200% DB for MACRS) 
for assets placed in service before then. 
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EXAMPLE 13-24 


Andrew has two depreciable business assets. AMT depreciation is 
calculated using 150% DB; the MACRS method is 200% DB. Depreciation 
for tax year 2017 (the eighth year of depreciation) yields the following 
AMT.?! The AMT depreciation percentages are found in Table 14 of Rev. 
Proc. 87-57. This table is partially reproduced in Table 13A-2 in the 
appendix to this chapter.?2 


MACRS 
Date Life/ MACRS AMT 
Asset Purchased Cost AMT Life Depreciation Depreciation Adjustment 
Furniture 1 02/12/2010 $7,000 7-year $312 $429 $(117) 
Furniture 2 11/15/2010 12,000 7-year 535 736 (201) 


AMT adjustment $(318) 
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Basis Calculation: Different Gains and Losses for AMT Purposes 


Because of the different depreciation methods for AMT and for regular 
tax, accumulated depreciation and the adjusted basis of the assets are 
different. The different basis causes different gains and losses when assets 
are disposed. 


EXAMPLE 13-25 


Suppose we purchased furniture on February 10, 2015, for $6,000. On 
March 2, 2017, we sold the furniture for $4,300. The depreciation expense 
and gain for regular tax purposes are calculated as follows (seven-year, 
200% DB): 


Depreciation Accumulated 

Year Adjusted Basis Expense Depreciation 
2015 $6,000 $ 857 $ 857 
2016 5,143* 1,469 2,326 
2017 3,674 525* 2,851 
$3,149 
Regular tax gain $4,300 — $3,149 = $1,151 


* The depreciation tables are structured such that depreciation is always calculated by multiplying the original 
cost basis by the appropriate percentage. 
T One-half year of depreciation is allowed in the year of disposal. 


The AMT depreciation, AMT adjusted basis, and AMT gain are calculated 
as follows (seven-year, 150% DB): 


Depreciation Accumulated 

Year Adjusted Basis Expense Depreciation 
2015 $6,000 $ 643 $ 643 
2016 5,357 1,148 1,791 
2017 4,209 451 2,242 
$3,758 
AMT gain $4,300 — $3,758 = $542 


The sale of this asset would result in a negative AMT adjustment of $609 
($1,151 regular tax gain less the $542 AMT gain). 


page 13-29 


TAX YOUR BRAIN 
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Why does the difference in gains result in a negative AMT adjustment that 
reduces AMT income? 


ANSWER 


The regular tax gain of $1,151 is already included in taxable income (the 
starting point for AMT calculations). The AMT gain is $609 less than the 
regular tax gain. Therefore, AMT income should be reduced to reflect the 
lower gain. 


Incentive Stock Options Adjustment 


For regular tax purposes, no income is recognized when an incentive stock 
option is exercised. This is not the case with AMT. For AMT purposes, the 
positive adjustment is equal to the FMV of the stock less the amount the 


taxpayer paid for it (including any amount paid for the option).?® 


EXAMPLE 13-26 


Bob works for a large publicly traded company and regularly receives 
incentive stock options as bonuses. Bob exercises options to purchase 1,000 
shares at $12 per share when the market value is $18. Bob’s AMT 
adjustment is calculated as follows: 


Market value 1,000 shares x $18 per share 
Cost of stock 1,000 shares x $12 per share 
AMT adjustment 


The AMT basis in the stock is increased by the amount of the 
adjustment. Thus, when the stock is sold, the gain or loss will be different 
for AMT purposes than for regular tax purposes. In Example 13-26, the 
stock basis is $12,000 for regular tax purposes and $18,000 for AMT. 


Passive Activity Adjustment and K-1 Adjustments 


AMTI is also adjusted for differences in passive losses and other 
adjustments originating from flow-through entities such as partnerships, 
estates, and trusts. The rule that passive activity losses are allowed only to 
the extent of passive income pertains to both regular tax and AMT 
calculations. However, the amount of passive loss and passive income will 
be different for AMT because all of the adjustments and preferences 
discussed in this chapter also apply to the passive activities (for example, 
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depreciation must be calculated differently using the AMT rules). These 
adjustments are reported to the taxpayer via the K-1 received from the 
flow-through entity. 


Treatment of Long-Term Contracts 


For AMT purposes, a taxpayer must use the percentage of completion 
method rather than the completed contract method to report the income 
from long-term contracts. The adjustment is the difference between the 
income under the percentage of completion method and income 
determined for regular tax. In the year in question, if AMT income is 
smaller, the adjustment is negative. A negative adjustment is likely to 
occur in the year the contract is completed. This adjustment rarely, if ever, 
affects individual taxpayers. 


Tax Preference Items 


Unlike adjustments, tax items result only in additions to AMTI. Tax 
preference items are typically more specific and affect taxpayers only in 
certain industries. This is true for individual taxpayers page 13-30 
because individuals are unlikely to conduct business in 

certain industries other than a corporation or other entity form. Tax 
preference items are more likely to flow through from a K-1 than be 
directly calculated by the taxpayer. Some preference items can, however, 
affect individual taxpayers. The following is a summary of the pertinent 
tax preference items that could affect an individual taxpayer. Form 6251 
gives a complete list of tax preferences. 


Depreciation on Pre-1987 Assets 


For all real property placed in service prior to 1987 and depreciated under 
an accelerated method, depreciation must be recalculated for AMT using 
the straight-line method over a 19-year life. The excess of regular tax 
depreciation over the straight-line depreciation is a tax preference item. 
Only a positive amount is reported. If the 19-year straight-line method 
results in more depreciation, no preference item is included. In tax year 
2008, straight-line depreciation should be higher because the newest asset 
in this category was purchased in 1986. This preference item is 
considerably less important as time passes and pre-1986 assets approach 
the end of their depreciable lives. 


IRC § 1202 Exclusion 
One preference item that can cause a substantial increase in AMTI for an 
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individual taxpayer is the preference for the § 1202 exclusion (discussed in 
Chapter 7), which allows 50% (and possibly as much as 75%) of any gain 
from the sale of “qualified small business stock” to be excluded from 
regular tax. However, for AMT purposes, 7% of the amount excluded must 
be added as a tax preference item for post-May 5, 2003, sales.?* The 2012 
Taxpayer Relief Act made the 7% AMT preference item permanent. This 
preference will not apply to qualified small business stock purchased 
between September 1, 2010, and January 1, 2014. Additional dates of 
purchase apply to this provision; see IRC § 57(a)(7) for more information. 


EXAMPLE 13-27 


Richard invested in a local corporation with gross assets of $15,000,000. He 
purchased 500 shares for $25,000 in 2001. On June 6, 2017, Richard sold 
the stock for $45,000. One-half of the $20,000 gain is excluded from gross 
income for regular tax purposes under § 1202. For AMT, a tax preference 
item of $700 ($10,000 exclusion x 7%) is added to AMTI. 


Other Preference Items 
The following is a list of other preference items that an individual taxpayer 
may be subject to in certain limited situations. A detailed discussion of 
these items is beyond the scope of this text. Preference items include these: 
Percentage depletion taken in excess of the basis of the property. 
Excess intangible drilling and development costs. 
Tax-exempt interest on private activity bonds. 
Amortization of pollution control facilities placed in service before 
1987.29 


Exemption Amount 

After all of the tax preference items and AMT adjustments have been 
included, the taxpayer reduces AMTI by an exemption amount. The 
exemption amount varies depending on the filing status of the taxpayer 
and level of AMTI. The exemption amounts follow: 


Filing Status AMTI Not 2017 
More Than Exemption 
Amount 
Single/head of household $120,700 $54,300 
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Married filing jointly/qualifying 160,900 84,500 
widow(er) 


Married filing separately 80,450 42,250 


The exemption amount is reduced by 25% of AMTI in excess of the 
income limit in the “AMTI Not More Than” column. 
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EXAMPLE 13-28 


After computing all tax preferences and AMT adjustments, Alex and his 
wife Brooke have AMTI of $255,000. Because Alex and Brooke file a joint 
tax return, their initial exemption is $84,500. However, because their AMTI 
is more than $160,900, the exemption is reduced to $60,975: ($84,500 - 
0.25[$255,000 - $160,900]). 


COMPREHENSIVE AMT EXAMPLE 


This comprehensive AMT example uses components of many of the 
examples throughout this chapter. 

Jergen Trade is married with two children. His Form 1040 shows 
regular taxable income of $97,220 (AGI $246,000 - Itemized deductions of 
$132,580 - Exemptions of $16,200). His regular tax liability is $15,784. He 
also has the following AMT adjustments and preferences: 


L. Itemized deductions (Example 13-21): 


Itemized Deduction Regular Tax AMT Deduction AMT Adjustment 
Medical $53,150 $53, 150 $ -O- 
Taxes 49,350 -0- 49,350 
Mortgage interest 15,400 15,400 -0- 
Charitable contributions 12,800 12,800 -0- 
Miscellaneous deductions 1,880 -0- 1,880 
Total AMT adjustment for itemized deductions $51,230 


?. Depreciation of an apartment purchased in August 1998 for $310,000 
(Example 13-23): 


Regular Tax Depreciation AMT Depreciation Adjustment 
2017 $310,000 x 3.636% = $11.272 $310,000 x 2.5% = $7,750 $3,522 
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3. Depreciation on personal property (Example 13-24): 


MACRS 
Date Life/AMT MACRS AMT 
Asset Purchased Cost Life Depreciation Depreciation Adjustment 
Furniture 1 02/12/10 $7,000 7-year $312 $429 $(117) 
Furniture 2 11/15/10 12,000 7-year 535 736 (201) 


AMT adjustment $(3 18) 


1. Different basis (gain or loss) on the sale of an asset (see Example 13- 
25 for the calculations): 


Regular tax gain $4,300 — $3,149 = $1,151 
AMT gain $4,300 - $3,758= 542 


The sale of this asset would result in a $609 negative AMT adjustment ($1,151 tax 
gain — $542 AMT gain). 


>. Incentive stock option adjustment (Example 13-26): Jergen exercises 
options to purchase 1,000 shares at $12 per share when the market 
value is $18. His AMT adjustment is calculated as follows: 


Market value 1,000 shares x $18 pershare = $18,000 
Cost of stock 1,000 shares x $12 per share = 12,000 
AMT adjustment $ 6,000 


Exhibit 13-10 illustrates a completed Form 6251 and the calculated AMT of 
$8,092. 
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com 6251 Alternative Minimum Tax—Individuals OMB No. 1545-0074 


Department of the Treasury > Go to www.irs.gov/Form6251 for instructions and the latest information. 
Internal Revenue Service (96) > Attach to Form 1040 or Form 1040NR. 

Name(s) shown on Form 1040 or Form 1040NA 

Jergen Trade 

Part | Alternative Minimum Taxable Income (See instructions for how to complete each line. 


E a re 
enter the . 113,420 
SAET AST 

Taxes from - na 


Enter the home morigage interest adjustment, it any, from line 6 of the worksheet in the instructions for this ne 
Miscellaneous ions from Se A (Form 1 

It Form 1040, line 38, 

Tax refund from Form 


regular 
Net operating loss deduction from Form 


coeenouweon 


nd Ad code A) 
Electing large partnerships (amount from Schedule K-1 (Form 1065-B), box 6) 
Disposition of property (difference between AMT and regular tax gain or loss) . . 
Depreciation on assets placed in service after 1998 (difference between regular tax and AMT) 
Passive activities (difference between AMT and regular tax income or loss) a 
Loss limitations (difference between AMT and regular tax income or loss) . 
Circulation costs (difference between regular tax and AMT) . 5 
Long-term contracts (difference between AMT and regular tax income) 
Mining costs (difference between regular tax and AMT) . . 
Research and experimental costs {diflerence between regular tax and AMT) . 
Income from certain installment sales before January 1, 1987 
Intangible drilling costs preference. . . 
Other adjustments, including income-based related adjustments T 
Alternative minimum taxable income. Se ee 27. ba married ing separately and ine 
28 is more than $249,450, see instructions.) . > 
EUA Alternative Minimum Tax (AMT) 
29 Exemption. (if you were under age 24 at the end of 2017, see instructions.) 
IF your filing status is . . . AND line 28 is not over... THEN enter on line 29... 
Single or head of household . . . . $120,700. . . . . . $54,300 
Married filing jointly or qualifying widowler) 160,900. . . . . . 84,500 
Married filing separately. . . . . . O8450. . . . . . 42,250 
If ine 28 is over the amount shown above for your filing status, see instructions. 
Subtract line 29 from line 28. If more than zero, go to line 31. If zero or less, enter -0- here and on lines 31, 33, 
and 35, and go to line 34 $ 
+ If you are filing Form 2555 or 2555-EZ, ne ee 
e If you reported capital gain distributions directly on Form 1040, line 13; you reported qualified dividends 
on Form 1040, ine Sb; or you had a gain on both fines 15 and 16 of Schedule D (Form 1040) (as 
refigured for the AMT, if necessary), complete Part fll on the back and enter the amount from line 64 here. 
+ All others: If line 30 is $187,800 or less ($93,900 or less if married filing separately), multiply line 
30 by 26% (0.26). Otherwise, multiply line 30 by 28% (0.28) and subtract $3,756 ($1,878 if 
mamied filing separately) from the result. 
Alternative minimum tax foreign tax credit (see instructions) . 
Tentative minimum tax. Subtract line 32 from line 31 A 
Add Form 1040, Bin 64 ft sy EEA aña Forn E E GER 
foreign tax credit from Form 1040, line 48, SE ER agen line 44, 
refigure that tax without using Schedule J before completing this line (see instructions). . = = = . . . | 34 
35 AMT. Subtract line 34 from line 33. If zero or less, enter -O-. Enter here and on Form 1040, line45. . . . . | 35 | 8,092 
For Paperwork Reduction Act Notice, see your tax return instructions. Cat. No. 13800G Form 6251 (2017) 
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oo 
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EXHIBIT 13-10 


Source: U.S. Department of the Treasury, Internal Revenue Service, Form 6251. Washington, DC: 2017. 
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From Shoebox to Software 


Tax software performs most of the AMT calculation automatically. All of 
the itemized deduction adjustments and the AMT depreciation 
calculations transfer to Form 6251. For some of the unique adjustments, 
the taxpayer must enter the adjustments and preferences directly on Form 
6251. 


Some explanation is necessary concerning certain items on Form 6251 
in Exhibit 13-10: 


Line 1: This is taxable income ($113,420) before personal and 
dependency exemptions. Recall that personal exemptions are not 
allowed for AMT purposes. Instead of adding the personal exemptions 
as an adjustment, taxable income is taken from line 41 of Form 1040. 
Line 41 is immediately before the exemptions are deducted. 


Line 18: The depreciation adjustment of $3,204 is a combination of 
the real property depreciation adjustment of $3,522 and the personal 
property depreciation adjustment of $(318). 


Line 28: The AMT exemption is $84,500 for married taxpayers. 
However, the exemption is reduced by 25% of the amount AMTI is 
over $160,900. The exemption is calculated as $84,500 - (25% 
[$173,245 - 160,900]) = $81,414. 


Line 31: Because AMTI after the exemption is less than $187,800, the 
AMT rate is 26%. The resulting tentative tax is $23,876 ($91,831 x 
26%). 


Lines 34 and 35: The regular tax is $15,784. The difference between 
the tax calculated under the AMT rules and the regular tax is equal to 
the AMT of $8,092. If the taxpayer had capital gains and the regular 
tax was calculated on page 2 of Schedule D, the AMT would be 
calculated on page 2 of Form 6251 (not shown). The preferential 
capital gain rates are allowed for AMT purposes. 


CONCEPT CHECK 13-4—LO 13-4 


L. Medical expenses are allowed in full (same as the regular tax) for 
AMT purposes. True or false? 
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No taxes are allowed as a deduction for AMT purposes. True or false? 


3. If a taxpayer is married and has eight children, his exemptions for 
regular tax purposes could be $40,500 (10 exemptions x $4,050). 
None of this amount would be allowed for AMT purposes. True or 


false? 


t. If a taxpayer’s AMTI is $187,800 or less, the AMT tax rate would be 


26%. True or false? 


Summary 


LO 13-1: Explain the 
process of applying 
the at-risk rules. 


LO 13-2: Describe 
the rules and 
applications related to 
passive activities. 


LO 13-3: Explain 
how the passive 
activity loss rules and 
at-risk rules work 
together to limit the 


deductibility of losses. 


LO 13-4: Explain the 
alternative minimum 
tax and how it is 
calculated. 


The initial at-risk amount is the money plus the adjusted 
basis of property contributed. 

The at-risk amount is increased by income/gain items, 
additional contributions, and the taxpayer’s share of 
recourse liabilities. 

Loss deductions and distributions are limited to the amount 
that the taxpayer has at-risk. 


A passive activity is one in which the taxpayer does not 
materially participate. 

A passive loss is generally deductible only to the extent of 
passive income. 

Low-income taxpayers could be able to offset up to $25,000 
of passive rental loss against other income. 

When a passive activity is sold, suspended passive losses 
from past years are allowed to offset nonpassive income. 


For a loss to be deductible, it must first be allowed under 
the at-risk rules before the PAL rules can be applied. 


Suspended PALs must be allocated to individual properties. 


The AMT is a separate tax system to limit taxpayers with 
substantial income from avoiding paying tax by using 
exclusions, deductions, and credits. 

Itemized deductions for taxes and miscellaneous deductions 
are disallowed for AMT. 

Personal exemptions are not allowed for AMT. 

The AMT rate is 26% for AMTI of $187,800 or less, and 
28% for AMTI over $187,800. 
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Appendix 


Tables 13A-1 and 13A-2 are reproductions of Tables 13 and 14 in Rev. 
Proc. 87-57. 


DEPRECIATION TABLE 13A-1 Alternative Depreciation System Straight- 
Line Applicable Recovery Period: 40 Years 


Mid-Month Convention 
Month in the First Recovery Year the Property Is Placed in Service 


Recovery 
Year 1 2 3 4 5 6 Fi 8 9 10 11 12 
1 2.396 2.188 1.979 1771 1.563 1.354 1.146 .938 .729 521 313 .104 
2-40 2500 2.500 2.500 2.500 2.500 2500 2.500 2500 2.500 2.500 2.500 2.500 
41 .104 3:12 524 729 .937 1.146 1.3547 1:562 1771 1.979 2.187 2.396 


DEPRECIATION TABLE 13A-2 Alternative Minimum Tax 150% Declining 
Balance Switching to Straight-Line Recovery Period: 2.5-50 Years 


Half-Year Convention 
Partial Table of Table 14 Rev. Proc. 87-57 


Recovery 
Year 4.0 5.0 6.0 7.0 10.0 12.0 
1 18.75 15.00 12.50 10.71 7.50 6.25 
2 30.47 25.50 21.88 19.13 13.88 1.1.72 
3 20:31 17.85 16.41 15.03 11.79 10.25 
4 20.31 16.66 14.06 12:25 10.02 8.97 
5 10.16 16.66 14.06 12:25 8.74 7.85 
6 8.33 14.06 12.25 8.74 7:33 
7 7.03 12.25 8.74 7633 
8 6.13 8.74 7.33 
9 8.74 7.33 
10 8.74 7.33 
11 4.37 7.32 
12 7.33 
13 3.66 
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Discussion Questions 
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All applicable discussion questions are available with Connect? 


LO 13- 1. Discuss the at-risk concept and how it applies to the deductibility of 
1 _ investment losses. 


LO 13- 2. What amounts are considered at-risk when making the determination of a 
1 deductible loss? 


LO 13- 3. What are the differences between recourse, nonrecourse, and qualified 
1 nonrecourse liabilities? Which liabilities are considered at-risk? 


LO 13- 4. What is a passive activity? What types of activities are automatically 
2 considered passive? 


LO 13- 5. Discuss the concept of material participation. To be considered a material 
2 participant, what tests must the taxpayer satisfy? 
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LO 13- 6. When a loss is disallowed under the passive activity loss rules, what 
2 happens to that loss in future years? 


LO 13- 7. Discuss the rules concerning the $25,000 loss offset for rental activities. 
2 Why are losses of $25,000 allowed for some taxpayers? 
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LO 13- 8. What are the differences between material participation, active 
2 participation, and significant participation? 


LO 13- 9. When a passive activity is sold or otherwise disposed of, what happens to 
2 any suspended losses from that activity? 
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LO 13-10. When must Form 6198 and Form 8582 be filed? Does the taxpayer file 
3 more than one Form 6198 or Form 8582? 


LO 13-11. How do the passive loss rules and the at-risk rules work in conjunction to 
3 limit losses? 


12. Discuss the AMT formula and how it relates to the regular income tax. 
LO 13- Include in your discussion factors that cause AMT to be assessed. 


4 


13. What AMT adjustment items are likely to affect all taxpayers who itemize 
LO 13- their deductions? Give examples. 


4 


14. Are medical expenses treated differently for AMT purposes than for 
LO 13- regular tax purposes? If so, explain. 


4 
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15. Are the depreciation lives the same for AMT purposes as for regular tax 
LO 13- purposes? If not, how are the lives determined for AMT? 
4 


16. Discuss the tax basis calculation adjustment. Why is the gain or loss on the 
LO 13- sale of depreciable assets different for AMT purposes than for regular tax 
4 purposes? 


Multiple-Choice Questions 


All applicable multiple-choice questions are available with Connect® 


LO 13-17. Which of the following increases a taxpayer’s at-risk amount? 
1 a. Cash and the adjusted basis of property contributed to the activity. 


b. Borrowed amounts used in the activity for which the taxpayer is personally 
liable. 


c. Income from the activity. 
d. All of the above. 


LO 13-18. Which of the following increases a taxpayer’s at-risk amount? 
1 a. Cash distributions. 
b. Property distributions. 
c. Increased share of liabilities. 


d. Loss items. 
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LO 13-19. In 2017, Kirsten invested $20,000 for a 10% partnership interest (not a 
1 passive activity). The partnership has losses of $150,000 in 2017 and 
$250,000 in 2018. Kirsten’s share of the partnership’s losses is $15,000 in 
2017 and $25,000 in 2018. How much of the losses from the partnership 

can Kirsten deduct? 


. $0 in 2017 and $0 in 2018. 

. $15,000 in 2017 and $5,000 in 2018. 

. $15,000 in 2017 and $25,000 in 2018. 
. $20,000 in 2017 and $0 in 2018. 


a a & a 


LO 13-20. Leonard invests $10,000 cash in an equipment-leasing activity for a 15% 
1 share in the business. The 85% owner is Rebecca, who contributes $10,000 
and borrows $75,000 to put in the business. Only Rebecca is liable for 
repayment of the loan. The partnership incurs a loss of $125,000 during 
the year. What amounts of the loss are deductible currently by Leonard and 
Rebecca (ignore passive loss rules)? 
a. $0 by Leonard and $0 by Rebecca. 
b. $10,000 by Leonard and $85,000 by Rebecca. 
. $18,750 by Leonard and $106,250 by Rebecca. 
. $21,250 by Leonard and $73,750 by Rebecca. 


a a 
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LO 13-21. Myer owns a 20% interest in a partnership (not involved in real estate) in 
1 which his at-risk amount was $50,000 at the beginning of the year. During 
the year, he receives a $40,000 distribution from the partnership. The 
partnership produces a $160,000 loss during the year. What is Myer’s 
deductible loss for the year (ignore passive loss rules)? 
a. $0. 
b. $10,000. 
. $32,000. 
. $50,000. 


a 9 


LO 13-22. Alcott invested $20,000 for a 25% interest in a partnership (not a passive 
1 activity) on January 1, 2017. The partnership borrowed $100,000 (with full 
recourse to the partners) on January 15, 2017, to cover short-term cash 
flow requirements. During the year, the partnership generated a $60,000 
loss. By December 31, 2017, the partnership had paid off $20,000 of the 
loan. What is Alcott’s at-risk amount on January 1, 2018? 
a. $20,000. 
b. $25,000. 
c. $40,000. 
d. $45,000. 
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LO 13-23. Agnes and Aunt Sue each invested $140,000 cash in the A&S Partnership, 
1 and each received a 50% interest in the partnership. To finance her 
investment in the partnership, Agnes borrowed $60,000 on a full recourse 
basis from her partner, Aunt Sue. Which of the following is correct? 
. Agnes’s at-risk amount in her partnership interest is $80,000. 


a 
b. Aunt Sue’s at-risk amount in her partnership interest is $140,000. 


e) 


. Agnes’s at-risk amount in her partnership interest is $140,000. 


a 


. Aunt Sue’s at-risk amount in her partnership interest is $80,000. 


LO 13-24. Which of the following would be considered a passive activity? 
2 a. A limited partnership interest. 
b. Most rental real estate activities. 


c. A trade or business in which the taxpayer does not materially participate. 
d. All of the above. 


LO 13-25. Sylvester, an accountant, owns a mail-order business in which he 
> participates. He has one employee who works part-time in the business. 
Which of the following statements is not correct? 


a. If Sylvester participates for 600 hours and the employee participates for 1,000 
hours during the year, Sylvester qualifies as a material participant. 

b. If Sylvester participates for 120 hours and the employee participates for 125 
hours during the year, Sylvester does not qualify as a material participant. 

c. If Sylvester participates for 495 hours and the employee participates for 520 
hours during the year, Sylvester qualifies as a material participant. 


d. If Sylvester participates for 105 hours and the employee participates for 5 hours 
during the year, Sylvester probably qualifies as a material participant. 


LO 13-26. Janel owns five small businesses, each of which has its own manager and 
2 employees. Janel spends the following number of hours this year working 
in the various businesses: Business A, 130 hours; Business B, 160 hours; 
Business C, 110 hours; Business D, 120 hours; Business E, 100 hours. 
Which of the following statements is correct? 


. Businesses A, B, C, D, and E are all significant participation activities. 


a 
b. Businesses A, B, C, and D are all significant participation activities. 


r 


. Janel is considered a material participant in Businesses A, B, C, and D. 


a 


. Both b and c are correct. 


page 13-39 


LO 13-27. Samuel is aCPA and earns $150,000 from his practice in the current year. 
2 He also has an ownership interest in three passive activities. Assume he is 
sufficiently at risk in each of the three partnerships. In the current tax year, 

the activities had the following income and losses: 
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Partnership A $40,000 
Partnership B (32,000) 
Partnership C (24,000) 


What is Samuel’s AGI for the current year? 
. $134,000. 
. $144,000. 
. $150,000. 
. $190,000. 


a a pan 


LO 13-28. Nathaniel has AGI (before any rental loss) of $65,000. He also owns 
2 several rental properties in which he actively participates. The rental 
properties produced a $30,000 loss in the current year. Nathaniel also has 
$5,000 of income from a limited partnership interest. How much, if any, of 

the rental loss can he deduct in the current year? 


a. $0. 

b. $5,000. 
. $25,000. 
. $30,000. 


a 9a 


LO 13-29. Basil has $130,000 AGI (before any rental loss). He also owns several 
2 rental properties in which he actively participates. The rental properties 
produced a $30,000 loss in the current year. How much, if any, of the 

rental loss can Basil deduct in the current year? 


a. $0. 

b. $10,000. 
c. $15,000. 
d. $25,000. 


LO 13-30. Raymond sells his entire interest in a rental property in which he actively 
2 participated at a gain of $18,000. The activity has a current year loss of 
$5,500 and $18,500 in prior year suspended losses. During the year, 

Raymond has $55,000 in salary. What is Raymond’s AGI for the year? 


a. $49,000. 
b. $55,000. 
c. $67,500. 
d. $73,000. 


31. Jacob is single with no dependents. During 2017 he has $48,000 of taxable 
LO 13- income. He also has $28,000 of positive AMT adjustments and $12,000 of 
4 tax preferences. Jacob does not itemize his deductions but takes the 
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standard deduction. Calculate his AMTI. 
a. $88,000. 
b. $92,050. 
c. $94,350. 
d. $98,400. 
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32. Which of the following itemized deductions is not allowed for AMT? 
LO 13- a Medical expenses. 
4 b. Taxes. 
c. Charitable contributions. 


d. Interest on loan to purchase principal residence. 


33. Which of the following statements is correct with regard to the medical 
LO 13- expense deduction? 
4 a. Medical expenses are not deductible for AMT. 
b. The medical expense deduction is decreased for AMT. 
c. The medical expense deduction is increased for AMT. 


d. The same amount of medical expenses that is deductible for regular tax purposes 
is deductible for AMT for most taxpayers. 


34. Paul reported the following itemized deductions on his 2017 tax return. 
LO 13- His AGI for 2017 was $65,000. The mortgage interest is all qualified 
4 mortgage interest to purchase his personal residence. For AMT, compute 

his total adjustment for itemized deductions. 


Medical expenses (after the 10.0% of AGI floor) $6,000 


State income taxes 3,600 
Home mortgage interest 11,500 
Charitable contributions 3,200 
Miscellaneous itemized deductions (after the 2% 1,800 
of AGI floor) 

a. $1,800. 

b. $3,600. 

c. $5,400. 

d. $20,100. 


35. After computing all tax preferences and AMT adjustments, Phillip and his 
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LO 13- wife Carmin have AMTI of $210,000. If Phillip and Carmin file a joint tax 
4 return, what exemption amount can they claim for AMT for 2017? 


a. $0. 

b. $54,300. 
. $72,225. 
. $84,500. 


a an 


Problems 


All applicable problems are available with Connect? 


LO 13-36. In 2017, Andrew contributed equipment with an adjusted basis of $20,000 
1 and an FMV of $18,000 to Construction Limited Partnership (CLP) in 
return for a 3% limited partnership interest. Andrews shares of CLP 

income and losses for the year were as follows: 


Interest $ 500 
Dividends 300 
Capital gains 900 
Ordinary loss (4,325) 


CLP had no liabilities. What are Andrew”s initial basis, allowed losses, and 
ending at-risk amount? 
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LO 13-37. Cindy, Casey, and Kara each invested $30,000 in a real estate venture. The 
1 partnership borrowed $200,000 and purchased a warehouse for $290,000. 
The note was secured by the building; there was no personal recourse 
against the partners. What is each partner’s beginning at-risk amount in the 
venture? 
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LO 13-38. 


2 


LO 13-39. 
2 


LO 13-40. 
2 


LO 13-41. 
2 


During the current year, Joshua worked 1,300 hours as a tax consultant and 
450 hours as a real estate agent. His one other employee (his wife) worked 
300 hours in the real estate business. Joshua earned $50,000 as a tax 
consultant, and together the couple lost $20,000 in the real estate business. 
How should Joshua treat the loss on his federal income tax return? 


Donald has two investments in activities that are considered nonrental 
passive activities. He acquired Activity A six years ago, and it was 
profitable until the current year. He acquired Activity B in the current year. 
His share of the loss from Activity A in the current year is $15,000, and his 
share of the loss from Activity B is $4,000. What is the total of Donald’s 
suspended losses from these activities as of the end of the current year? 


Darrell acquired an activity eight years ago. The loss from it in the current 
year was $65,000. The activity involves residential rental real estate in 
which he is an active participant. Calculate Darrell’s AGI after considering 
that Darrell’s AGI was $100,000 before including any potential loss. 
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Evelyn has rental income of $48,000 and passive income of $18,000. She 
also has $148,000 of losses from a real estate rental activity in which she 
actively participates. Evelyn’s AGI is $95,000 before considering this 
activity. How much rental loss can she deduct against other income 
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sources without regard to the at-risk rules? 


LO 13-42. Christine died owning an interest in a passive activity property. The 
2 property had an adjusted basis of $210,000, a fair market value of 
$224,000, and suspended losses of $21,000. What can be deducted on her 

final income tax return? 


LO 13-43. Judy acquired passive Activity A in January 2012 and Activity B in July 
2 2013. Until 2017 Activity A was profitable. Activity A produced a loss of 
$50,000 in 2017 and a loss of $75,000 in 2018. She has $45,000 passive 
income from Activity B in 2017 and $35,000 in 2018. After offsetting 

passive income, how much of the net losses may she deduct? 


LO 13-44. This year Robert had the following income and losses from four passive 
2 activities: 


Activity 1 $(20,000) 
Activity 2 (10,000) 
Activity 3 (5,000) 
Activity 4 33,000 


Activity 4 had $10,000 of passive losses that are carried over from a prior year. 
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Robert also had wages of $110,000. 
a. How much income or loss does Robert have from the four activities? 
b. How are the suspended PALs allocated? 


c. If Activity 1 were sold at an $18,000 gain, what would be the total income or loss 
from the four activities? 


LO 13-45. Lucy has AGI of $120,000 before considering losses from some rental real 
2 estate she owns (she actively participates). She had the following losses 
from her rental property: 


Rental property 1 $(22,000) 
Rental property 2 (5,000) 


a. How much of the losses can Lucy deduct? 


b. If Lucy’s AGI before the losses was $90,000, how much of the losses can she 
deduct? 
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LO 13-46. Julia acquired passive Activity A in January 2013 and passive Activity B 

2 in July 2015. Until 2016 Activity A was profitable. Activity A produced a 

loss of $150,000 in 2016 and a loss of $150,000 in 2017. She had passive 

income from Activity B of $50,000 in 2016 and $35,000 in 2017. How 

much of the net passive losses may she deduct in 2016 and 2017, 
respectively? (Ignore at-risk rules.) 
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LO 13-47. Jackson invested $190,000 in a passive activity five years ago. On January 
3 1, 2015, his at-risk amount in the activity was $45,000. His shares of the 
income and losses in the activity were $52,000 loss in 2015, $20,000 loss 
in 2016, and $80,000 gain in 2017. How much can Jackson deduct in 2015 
and 2016? What is his taxable income from the activity in 2017? Keep in 

mind the at-risk rules as well as the passive loss rules. 


LO 13-48. Hunter has a $38,000 loss from an investment in a partnership in which he 
3 does not participate. His basis in the interest is $35,000. 


a. How much of the loss is disallowed by the at-risk rules? 


b. How much of the loss is disallowed by the passive loss rules? 
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LO 13-49. Reva gave her daughter a passive activity last year that had an adjusted 
3 basis of $75,000. The activity had suspended losses of $35,000 and a fair 
market value of $120,000. In the current year, her daughter realized 
income of $18,000 from the passive activity. What is the tax effect on 

Reva and her daughter last year and in the current year? 
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LO 13-50. In 2015, Jerry acquired an interest in a partnership in which he is not a 
4 material participant. The partnership was profitable until 2016. Jerry’s 
basis in the partnership interest at the beginning of 2016 was $55,000. In 
2016, his share of the partnership loss was $40,000. In 2017, his share of 
the partnership income was $18,000. How much can Jerry deduct in 2016 
and 2017? 


51. Benny sells an apartment building. His adjusted basis for regular income 
LO 13- tax purposes is $450,000, and it is $475,000 for AMT purposes. He 
4 receives $700,000 from the sale. 


a. Calculate Benny’s gain for regular income tax purposes. 
b. Calculate Benny’s gain for AMT purposes. 
c. Calculate any applicable AMT adjustment. 


52. Carson had the following itemized deductions in 2017: 


LO 13- 


4 
State income taxes $ 1,500 
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LO 13- 
4 


LO 13- 


53 


Charitable contributions 9,900 


Mortgage interest (personal residence) 12,000 
Medical expenses ($8,000 - [10.0% x 500 
$75,000]) 

Miscellaneous ($2,200 - [2% x $75,000]) 700 


a. What are Carson’s itemized deductions for AMT purposes? 


b. What is the amount of the AMT adjustment? 
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. William is not married, nor does he have any dependents. He does not 


itemize deductions. His taxable income for 2017 was $87,000. His AMT 
adjustments totaled $125,000. What is William’s AMT for 2017? (Hint: 
Don’t forget the personal exemption.) 


. Herbie is the owner of two apartment buildings. Following is information 


related to the two buildings: 


Cost Allocated to 


Date Acquired Total Cost Land 
Building A 3/15/97 $300,000 $40,000 
Building B 8/3 1/04 600,000 95,000 


Herbie elected the maximum depreciation available for each asset. What is the 
effect of depreciation on AMTI for 2017? 
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55. 


LO 13- 
4 


LO 13- 


LO 13- 


Clay Company uses the completed contract method on a contract that 
requires 14 months to complete. The contract is for $750,000 and has 
estimated costs of $425,000. At the end of 2017, $210,000 of the costs had 
been incurred. The contract is completed on schedule; however, total costs 
equal $435,000. What is the amount of AMT adjustments for 2017 and 
2018? 


. Arnold exercised an incentive stock option in 2014, acquiring 1,500 shares 


of stock at an option price of $80 per share. The FMV of the stock at the 
date of exercise was $110 per share. In 2016, the rights became freely 
transferable and were not subject to a substantial risk of forfeiture. Arnold 
sells the shares in 2017 for $165 per share. How do these transactions 
affect his AMTI in 2014, 2016, and 2017? 
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. Barbara is single and owns a home in the city, which is her primary 


residence. She also owns a cottage at the beach, which she treats as a 
vacation home. In April 2017, she borrowed $50,000 on a home equity 
loan and used the proceeds to pay off credit card obligations and other 
debt. She paid the following in 2017: 


Mortgage interest (personal $15,000 
residence) 
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Mortgage interest (cottage) 8,000 
Interest on the home equity loan 5,000 


Interest on credit card 2,500 


Calculate any AMT adjustment concerning interest in 2017. 


Tax Return Problems 


All applicable tax return problems are available with Connect® 


Use your tax software to complete the following problems. If you are 
manually preparing the tax returns, the problem indicates the forms or 
schedules you will need. 


Tax Return Problem 1 


Kia Lopez (SSN 412-34-5670) resides at 101 Poker Street, Apt. 12A, 
Hickory, FL 34714. Her W-2 shows the following: 


Wages $56,500 
Federal withholding 6,100 
Social security wages 56,500 
Social security withholding 3,503 
Medicare withholding 819 
State withholding —0- 


In 2017, Kia contributed cash of $7,000 to Apartment Rentals Limited 
Partnership (ARLP) in return for a 13% limited partnership interest. She is 
an active participant. Kia’s shares of ARLP income and losses for the year 
per her K-1 were as follows: 
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Interest $ 35 


Dividends (qualified) 290 
Capital gains (long-term) 700 
Rental loss (8,300) 


ARLP had no liabilities. Kia does not itemize and has no other investments 
or passive activities. 

Prepare Form 1040 for Kia Lopez for 2017. The taxpayer had 
qualifying health care coverage at all times during the tax year. You will 
need Form 1040, Schedule E (page 2), Form 6198, and Form 8582. 


Tax Return Problem 2 


Kurt and Ashley Tallo (SSNs 412-34-5670 and 412-34-5671) reside at 
1901 Princess Ave., Park City, UT 84060. Kurt does not work outside the 
home. Ashley’s W-2 shows the following: 


Wages $340,000 
Federal withholding 76,800 
Social security wages 127,200 
Social security withholding 7,886 
Medicare withholding 5,740 
State withholding 23,800 
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The Tallos also have the following: 


Mortgage interest $12,600 
Charitable contributions 10,000 


Kurt and Ashley have four passive activities. They received K-1s from 
four partnerships with the following income or loss on line 1. They are at- 
risk in each activity, so the passive loss rules are the only obstacle. 


Activity 1 $(40,000) 
Activity 2 (20,000) 
Activity 3 (10,000) 
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Activity 4 63,000 


Prepare Form 1040 for the Tallos for 2017. The taxpayers had qualifying 
health care coverage at all times during the tax year. You will need Form 
1040, Schedule A, Schedule E (page 2), Form 6251, and Form 8582. Do 
not compute the underpayment penalty, if any. 


Tax Return Problem 3 


Nathan is married with two children and has AGI of $405,000. He also has 
the following AMT adjustments and preferences: 
a. Itemized deductions: 


Itemized Deduction Regular Tax AMT Deduction AMT Adjustment 
Medical after floor $ 5,375 

Taxes 34,354 

Mortgage interest 14,900 

Charitable 

contributions 18,000 

Miscellaneous 

deductions after floor 540 


b. Depreciation of a rental property purchased in August 2007 for 
$210,000. 


c. Depreciation on personal property: 


MACRS 
Date Life/ MACRS AMT 
Asset Purchased Cost AMT Depreciation Depreciation Adjustment 


Computer 1 02/12/13 $2,900 
Furniture 1 02/12/13 12,000 


d. Incentive stock option: Nathan exercises options to purchase 1,000 
shares at $19 per share when the market value is $26. 


Prepare Form 6251 for the calculation of AMT. The regular tax is 
$79,375.36 


We have provided selected filled-in source documents that are available in 
Connect. 


1 A nonrecourse debt is one for which no one is personally liable. The notions of recourse, nonrecourse, and 
qualified nonrecourse are discussed in greater detail later in the chapter. Financial institutions rarely lend money 
for which no security is pledged or no individual is personally liable. The availability of nonrecourse financing is 
the primary reason that the at-risk rules were ineffective in limiting abusive tax shelters, thus leading to the passage 
of the PAL rules. 


2 IRC $ 465(c). 
3 IRC § 465(b)(1)(A)&(B). 


d Proposed Regulation § 1.465-39(a). Proposed Regulations are weak authority until they become permanent. 
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However, in this case, the inclusion of increase/decrease items is common and has been treated similarly in practice 
for numerous years. 


5 Some tax practitioners prefer to say that the at-risk amount is a negative $2,077. However, tax basis can never go 
below zero. It is true that tax basis and the at-risk amount may or may not be the same. When liabilities are ignored 
in the at-risk calculation (which often occurs in practice unless they are needed to deduct a loss), the at-risk amount 
and the tax basis are identical. In this text, we refer to the situation in Example 13-3 as zero at-risk with a 
disallowed loss. 


6 IRC § 465(b)(2). 

7 IRC 8 465(b)(3)(A)(B)(C). 
8 IRC § 465(b)(6). 

9 IRC $ 465(b)(6)(B). 


10 IRC 8 465(b)(6)(E)(ii) specifically excludes holding of mineral property from the definition of holding real 
property. 


MA qualified person is any person who is actively and regularly engaged in the business of lending money and 
who is not a related party to the taxpayer or the person from whom the taxpayer acquired the property. Any 
financial institution qualifies as a qualified person assuming there is no owner relationship with the taxpayer. 


12 IRC 8 469(h). 
13 TRS Reg. § 1.469-5(a). 


14 IRC § 469(a)(2). In this text, the focus is exclusively on the individual taxpayer. However, these same PAL rules 
also apply to the other entity types. 


15 IRC 8 469(e). 


16 The sale of an asset (such as a piece of equipment) used in the passive activity would be considered passive. 
This does not include gains on investment property (that is, capital gains or losses). 


17 IRC § 469(c)(7)(B). 
18 Reg. § 1.469-1(e)(3). 


19 The $25,000 amount becomes $12,500 for married taxpayers who file separate returns and do not live together 
at any time during the tax year. 


20 IRC § 469(g). 
21 TRC 8 469(j)(6)(A). 
22 TRC 8 469(g)(2)(A). 


23 Senate Report No. 99-313 (P.L. 99-514), 1986-3 CB (Part 3), p. 518. The Senate Report accompanied the Tax 
Reform Act of 1986. 


24 The format on Form 6251 is somewhat different, but the calculation is the same. 


25 A positive adjustment increases AMTI, and a negative adjustment decreases AMTI. Thus a negative adjustment 
is good for the taxpayer. 


26 IRC § 56. 
27 IRC 8 56(b)(1)(E). 
28 IRC 8 56(b)(1)(A). 


IA negative AMT adjustment reduces the AMT income subject to tax. Recall that tax refunds are included in 
income only if the taxpayer deducted the taxes in a prior year. 


30 For assets placed in service prior to 1986, the difference in depreciation is called a tax preference item rather 
than an adjustment and thus is discussed in the preference section. Also, nonresidential real property purchased 
between December 31, 1986, and May 13, 1993, has a depreciable life of 31.5 years. 


31 Recall that because the half-year convention is used for most assets, the depreciation calculation goes into the 
eighth year for seven-year assets. 


985 


32 The regular depreciation percentages are found in the appendix of Chapter 6, Table 6A-1. For MACRS 
depreciation of personal property, the percentages are also found in Table 1 of Rev. Proc. 87-57. 


33 TRC § 56(b)(3). 
34 IRC 8 57(a)(7). 
35 TRC 8 57(a). 


36 This regular tax number may vary slightly if software is used to complete this problem. This number was 
calculated using the tax rate schedules published prior to software and tax table publication dates. 
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Chapter Fourteen 


Partnership Taxation 


In this chapter, we discuss taxation of partnerships. As noted earlier in this 
text, the partnership itself does not pay income tax. However, a partnership 
must annually report each partner’s share of its income or loss and other 
items on a Schedule K-1. This chapter presents the tax consequences of the 
partnership entity from formation to liquidation. We also examine Form 
1065, the annual information tax return filed by partnerships. 


Learning Objectives 


When you have completed this chapter, you should understand the 
following learning objectives (LO): 


LO 14-1 Explain the rules dealing with the formation of a partnership. 
LO 14-2 Be able to report partnership ordinary income or loss. 

LO 14-3 Determine separately stated items. 

LO 14-4 Calculate partner basis. 

LO 14-5 Apply the rules for partnership distributions. 

LO 14-6 Correctly report partnership liquidations and dispositions. 


INTRODUCTION 


Taxpayers are increasingly using the partnership organizational form for 
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tax purposes. The partnership form allows substantial flexibility in terms 
of contributions and distributions. A partnership is subject to tax only at 
the partner level. In contrast to a corporation that pays a corporate tax, and 
then the individual shareholder is subject to tax on the dividends (double 
taxation), a partnership’s income flows through to its partners, and the 
partnership pays no income tax at the entity level. 

A historic disadvantage of a general partnership has been a lack of 
limited liability; all general partners were individually liable for 
partnership actions and liabilities. With the increasing availability of 
limited liability companies (LLCs), limited liability partnerships (LLPs), 
and limited partnerships (LPs), all of which are taxed as partnerships for 
federal purposes and which also limit the liability of at least some partners, 
this disadvantage has been eliminated. The discussions in this chapter 
encompass each of these organizational forms under the generic term 
partnerships. 


FORMATION OF A PARTNERSHIP 
LO 14-1 


Generally a partner recognizes no gain or loss on the formation of a 
partnership. ! The most common way to form a partnership is for two or 
more partners (individuals or entities) to contribute cash, property, or 
services in exchange for a partnership interest. 
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EXAMPLE 14-1 


Jason and Spence form a partnership to perform lawn care and landscaping. 
Each contributes $25,000 and receives a 50% interest in J&S Landscaping. 
No gain or loss is recognized in this transaction. 


Beginning Partner Basis 

The concept of basis is extremely important when dealing with 
partnerships. A partnership has two types of tax basis. One is the outside 
basis, which is the basis of the partnership interest in the hands of the 
partner. The second type is inside basis, the partner’s share of the basis of 
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the individual assets in the partnership. 

When a partner contributes property to a partnership, the basis of the 
property carries over to the partnership (inside basis), and the partner’s 
basis increases by the basis of the property contributed (outside basis). 
This concept is known as basis-in, basis-out. 


EXAMPLE 14-2 


Bart and Alan form an LLC to construct personal residences. Each is a 50% 
partner in sharing income and loss items. Bart contributes the following 
assets to the partnership: 


Basis FMV 
Undeveloped land $55,000 $100,000 
Equipment 35,000 50,000 
Total $90,000 $150,000 


Alan contributes the following assets to the partnership: 


Cash $ 90,000 $ 90,000 
Office equipment 30,000 40,000 
Truck 5,000 20,000 


Total $125,000 $150,000 


Bart's outside basis in his partnership interest is $90,000, the sum of the 
contributed assets’ basis. Alan’s outside basis in his partnership interest is 
$125,000, the sum of his contributed assets’ basis. 


In Example 14-2, Bart's partnership basis is only $90,000 while Alan’s 
basis is $125,000, yet both own a 50% interest in the partnership. This 
happens because Bart's contributed assets had higher unrecognized gains. 
If Bart were to sell his partnership interest for its fair market value of 
$150,000, he would recognize a $60,000 gain—the same gain he deferred 
upon contributing the assets to the partnership. 

In summary, a partner’s basis in his or her partnership interest (outside 
basis) is the sum of any money contributed plus the adjusted basis of 
property contributed. 
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TAX YOUR BRAIN 


Dave and Alisa form a law partnership. Dave gave $100,000 cash to the 
partnership, and Alisa gave $100,000 of unrealized accounts receivable 
from her cash basis sole proprietorship. What is the basis of the partnership 
interest for each partner? 


ANSWER 

Dave has a partnership basis of $100,000. Alisa, on the other hand, has a 
zero basis in her partnership interest. Even though she gave something of 
value for a 50% interest in the partnership, her basis is zero because the 
accounts receivable have a zero basis due to the fact that her sole 
proprietorship uses the cash basis of accounting. As these receivables are 
collected, Alisa’s partnership basis will increase. 
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Partnership Basis 


The term basis-in, basis-out also applies to the partnership. The assets 
contributed to the partnership must have a tax basis for various purposes 
(such as depreciation or gain/loss determination). The partnership “steps 
into the shoes” of the partner. In other words, the basis in the hands of the 
partnership is the same as the basis in the hands of the partner (that is, the 
partner’s basis carries over to the partnership).° 

In the following example, we introduce a tax basis balance sheet. Thus 
far, in your accounting education, you probably have never been exposed 
to any method of accounting other than that following generally accepted 
accounting principles (GAAP). In practice, many small partnerships and 
other entities keep their books on the tax basis to eliminate the need and 
cost of keeping two sets of books, one for taxes and one for GAAP. 


EXAMPLE 14-3 


Assume the same facts as in Example 14-2. The basis of the contributed 
assets from Bart and Alan carries over to the partnership. Following is the 
tax basis balance sheet for the partnership: 
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Cash $ 90,000 


Equipment 35,000 
Office equipment 30,000 
Truck 5,000 Capital, Bart $ 90,000 
Undeveloped land 55,000 Capital, Alan 125,000 


Total assets $215,000 Total capital $215,000 


For depreciable assets, the partnership assumes the depreciation 
schedule of the partner at the point of contribution. For example, if a 
partner is in the third year of depreciation for an asset and contributes that 
asset to the partnership, the partnership starts depreciating it in the third 
year. If a personal-use asset is contributed to a partnership for business 
use, the partnership’s basis in the asset is the lower of the partner’s cost or 
the FMV of the asset on the date contributed. 


EXAMPLE 14-4 


Jose contributed a piece of equipment to JWS Partnership on March 1, 
2017. The cost of the equipment was $20,000, and year 2017 was the third 
year of depreciation under seven-year MACRS. The depreciation for the 
equipment for 2017 would be calculated as follows: 


Jose’s Schedule C Depreciation 
Expense 
2015 $2,858 
2016 4,898 
2017 (20,000 x 0.1749 x 2/12) 583 
JWS Partnership Depreciation 
Expense 
2017 (20,000 x 0.1749 x 10/12) $2,915 


Jose deducts two months of depreciation ($583) in 2017 on his Schedule C, 
and JWS Partnership deducts the other 10 months of 2017 depreciation 
($2,915) on its Form 1065. 


EXAMPLE 6-29 


993 


Jose also contributed a truck to JWS Partnership that he had used personally 
for four years. The truck cost $28,000 four years ago; its current fair market 
value is $8,300. The basis to the partnership is $8,300, and depreciation 
would start for a five-year MACRS asset. 
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Holding Periods 
Chapter 7 discussed the importance of holding periods for 8 1231 assets 
and capital assets. A partnership interest is a capital asset to the partner. 
Likewise, partners are likely to contribute capital assets, 8 1231 assets, and 
ordinary assets (such as inventory) when forming partnerships. As a 
general rule, the holding period of the partnership interest includes the 
partner’s holding period for the § 1231 assets and capital assets 
contributed.* If ordinary assets are contributed (such as inventory or 
accounts receivable), the holding period of the partnership interest begins 
on the date of the transfer.° 

The same holding period concept holds true for the partnership. The 
partnership holding period for the individual assets includes the 
contributing partner’s holding period for § 1231 and capital assets. 


EXAMPLE 14-6 


Casey contributed the following business assets to CWS Partnership on 
June 5, 2017: 


Basis FMV Date Purchased by Casey 
Building $175,000 $300,000 07/01/09 
Inventory 50,000 100,000 05/08/14 


The building is a § 1231 asset and has a $175,000 basis to CWS. The 
building has a long-term holding period to the partnership. Because the 
inventory is an ordinary asset, its basis is $50,000 with a short-term holding 


period.® 


Contribution of Services 


Nonrecognition of gain does not apply when a partner receives a 
partnership interest in exchange for services. When forming a partnership, 
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one or more partners frequently invest capital and other partners perform 
services in exchange for a partnership interest. A partner providing 
services recognizes income to the extent of the fair market value of his or 


her partnership interest.’ 


EXAMPLE 14-7 


Russell, Kevin, and David form a partnership. Russell and Kevin are 
wealthy investors; David is an expert construction contractor. Russell 
contributes a 20-acre parcel of land, and Kevin contributes cash. David 
agrees to perform all of the work to develop the land into a high-end 
subdivision. 


Basis FMV Partnership Percentage 
Russell’s land $200,000 $300,000 30% 
Kevin’s cash 300,000 300,000 30 
David's services -0- -0- 40 


David must recognize $240,000 of income in the tax year of formation 
($600,000 FMV of assets x 40% partnership interest). In essence, Russell 
and Kevin are paying David for his future services. 
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Example 14-7 is a drastic example that shows how an unknowing 
service partner may be burdened with a high unexpected tax liability 
without cash available to pay the bill. 


Contributed Property with Liabilities 

Complexities arise when a partnership assumes a partner’s liability. A 
partner who is released of a liability is treated as receiving money from the 
partnership, which reduces his or her partnership basis. If other partners 
assume a portion of the liability, they are treated as making a money 


contribution that increases their partnership basis.® 


EXAMPLE 14-8 


Angie contributes an office building to a newly formed partnership for a 
25% interest. The building has a $300,000 FMV and a $160,000 basis and 
is subject to a $100,000 mortgage. The partnership assumes the mortgage. 
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Each of the other three partners contributes $200,000 cash. The partners 
calculate their basis as follows: 


Angie Cherie Bess Kiley 
Beginning basis $160,000 $200,000 $200,000 $200,000 
Plus: Share of liability 
($100,000 x 25%) 25,000 25,000 25,000 25,000 
Less: Release of liability (100,000) -0- -0- —0- 


Partner basis $ 85,000 $225,000 $225,000 $225,000 


An important point to note is that a partner’s basis can never go below 


zero. If the release of liability causes the basis to become negative, the 


contributing partner must recognize a gain.” 


EXAMPLE 14-9 


Assume the same facts as in Example 14-8 except that the basis of the 
office building is $45,000. Angie’s basis would change as follows: 


Beginning basis $ 45,000 
Plus: Share of liability 25,000 
Less: Liability release (100,000) 
Liability in excess of basis (30,000) 
Gain recognized by Angie 30,000 
Partnership basis $ 0- 


The gain recognized causes the negative basis to return to zero. 


In summary, the only time a partner recognizes a gain on partnership 
formation is upon contributing services or when the partnership assumes a 
partner’s liability in excess of basis. 


CONCEPT CHECK 14-1— LO 14-1 


L. Generally a partner does not recognize a gain on the formation of a 
partnership. True or false? 
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. 


Typically the basis of the assets contributed to a partnership is the 
same in the hands of the partnership as it was in the hands of the 
contributing partner. True or false? 


3. If two taxpayers form a partnership and each has a 50% interest in it, 
each partners outside basis must be equal. True or false? 


1. A partner does not have to recognize a gain on the receipt of a 
partnership interest in exchange for services. True or false? 


>. A partner who assumes an increased portion of the partnership debt is 
treated as making a cash contribution, and his or her basis in the 
partnership increases. True or false? 
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PARTNERSHIP ORDINARY INCOME OR LOSS 
LO 14-2 


Partnership income consists of two components: ordinary income or loss 
and separately stated items. Both flow through to the individual partners. 
Ordinary income or loss consists of all ordinary income and expense 
items; separately stated items are those that could affect individual 
partners differently at the partner level. 


Ordinary Income or Loss 


See Exhibit 14-1 for the five main pages of Form 1065, the annual 
informational tax return that every partnership must file. Each partnership 
calculates ordinary income or loss and reports the amount on page 1 of 
Form 1065. The tax rules used to calculate ordinary income are generally 
similar to those used by a Schedule C business. All ordinary income items 
are accumulated and reduced by ordinary and necessary expenses to derive 
net ordinary income or loss, shown on line 22 of Form 1065. Several 
partnership expense items require some additional discussion: guaranteed 
payments to partners, depreciation, and health insurance premiums. 


Guaranteed Payments 


Partners of a partnership are not employees of the partnership; thus they 
cannot receive a salary. Partners are owners of the partnership and are 
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considered self-employed individuals (or entities) that have merged 
together to run a business. Guaranteed payments are payments made to 
partners for services rendered. To qualify as a guaranteed payment, the 


payment must be calculated without regard to partnership income. 1 


EXAMPLE 14-10 


Junius is a 20% partner in the DJ Real Estate partnership. He does 
substantial work for the partnership and receives $1,000 per month for his 
services. The $1,000 a month is a guaranteed payment and, as such, the 
partnership deducts it from ordinary income on line 10. He would include 
the $12,000 guaranteed payment on page 2 of his Form 1040, Schedule E. 


EXAMPLE 14-11 


Donna is an 80% partner in the DJ Real Estate partnership. She also works 
for the partnership and receives a monthly payment of 50% of the net 
income for the month. Because Donna’s payment is calculated with regard 
to partnership income, it is not considered a guaranteed payment, and the 
partnership cannot take a deduction for the payment. 


Guaranteed payments are the only items that are reported both as a 
deduction for ordinary income and as a separately stated item (discussed in 
the next section). 


TAX YOUR BRAIN 


Refer to Examples 14-10 and 14-11. How can Junius and Donna, partners 
in the same partnership, be treated differently? Donna is an 80% partner in 
the business but receives only 50% of the net income. 


ANSWER 


This is one of the benefits of the partnership form. Due to the flexibility of 
a partnership agreement, the partners can receive the returns of the business 
in any way they agree upon. In Examples 14-10 and 14-11, Junius may get 
a flat fee because he works a fixed number of hours in the office, whereas 
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Donna is the sales agent and makes her money based on the sales she 
makes. How Donna and Junius share the net income at the end of the year 
is based on their agreement, but in this example it is likely to be 80% to 
Donna and 20% to Junius. He, however, is guaranteed $12,000 per year no 
matter the partnership income or loss. 
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U.S. Return of Partnership Income OMB No. 1545-0123 
For calendar year 2017, or tax year beginning iu... , „ending tO r 2017 


con 1065 


Department of the Treas: 
Internal Revenue Service” 


A Principal business activi 


Name of partnership 


B Principal product or service Number, street, and room or suite no. If a P.O. box, see the instructions. 


G Check applicable boxes: (1) C] Initial return (2) C Final retum (3) O Name change (4) C Address change (5) C Amended return 
(6) C Technical termination - also check (1),0 


a 
2 | 2 | 
3 Gross profit. Subtract line 2 from line 1c . | 3 | 
4 Ordinary income (loss) from other partnerships, estates, and trusts (attach statement) . | 4 | 
E 5 Net farm profit (loss) (attach Schedule F (Form 1040) . . s P A | 5 | 
Q | 6 Net gain (loss) from Form 4797, Part ll, line 17 (attach Form 4797) ; | 6 | 
= | 7 Other income (loss) (attach statement) s ; ; 
8 Total income (loss). Combine lines 3 through 7 . . ; | 8 | 
® Salaries and wages (other than to partners) (less employment credits) g | 9 | 
$ 10 Guaranteed payments to partners . a" 2 | 10 | 
E |11 Repairs and maintenance . u | 
$ |12 Bad debts . 
13 Rent. . | 13 | 
44 Taxes and licenses . | 14 | 
15 Interest. 145 | 
£ 16a Depreciation (if required, attach Form 4562). P 
3 b Less depreciation reported on Form 1125-A and elsewhere on retum | 166 | 
g 17 Depletion (Do not deduct oil and gas depletion.) |17 | 
18 Retirement plans, etc. . | 18 | 
3 19 Employee benefit programs . . . . | 19 | 
Other deductions (attach statement) . . | 20 | 
Â Total deductions. Add the amounts shown in the far right ‘column for lines 9 through 20. | 21 | 
22 Ordinary business income (loss). Subtract line 21 from line 8 


Under penaities of perjury, | deciare that | have examined this retum, including accompanying schedules and statements, and to the best of my 


knowledge and belief, it is true, correct, and complete. Declaration of preparer (other than partner or limited liability company member) is based on all 

Sign information of which preparer has any knowledge. 
pa the IRS discuss this return with the 
Here reparer shown below (500 
} isiro] Yes C] No 
Signature of partner or limited liability company member Dae © 

Print/Type preparer's name Preparer's signature 
Preparer self-employed 
Use Only Firm's EIN» 

Phone no. 

For Paperwork Reduction Act Notice, see separate instructions. Cat. No. 11390Z Form 1065 (2017) 
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Form 1065 (2017) 
Schedule B Other Information 
What type of entity is filing this return? Check the applicable box: 


C) Domestic general partnership b [ Domestic limited partnership 
c [C Domestic limited liability company d [C Domestic limited liability partnership 
e [ Foreign partnership f O Other» 


At any time during the tax year, MRS SE ee E CANONS ee a partnership (including 

an entity tı as a ship), S a p estate y ea ner), 

or a nominge or Similar pers A See tits : De A PA e 

At the end ar 

Did any fo dome: : ership including en f a pa p), Must, or tax- 
exempt organization, or any foreign govemment own, directly or indirectly, an interest of 50% or more in the profit 
loss, or cap helare for Lge of constructive atta 
b d S 0 irecth fat y, an in 
see il 


en d “hala agli 


Own directly an interest of 20% or more, or own, directly or indirectly, an interest of 50% or more in the profit, loss, 
or capital in any foreign or domestic partnership (including an entity treated as a partnership) or in the beneficial 


interest of a trust? For rules of constructive ownership, see instructions. If “Yes,” complete (i) through (v) below. . | | 
WE fui) Type of (m County of m Maximum 
i Percentage Owned 
A Nore ot ty Eu rennen 
-= 
En En 
EEE E Seen 
BEE: IE a) 
y vm=-_ _ 3 TT eee) 
Yes | No 


5 Did the partnership file Form 8893, Election of Partnership Level Tax Treatment, or an election statement under 
section a eRe for ARE: tax treatment, that is in effect for this tax =— See Form 8893 for 
more details . . . | | 

6 Does the partnership sadly al tour Of the following ea’ 

a The partnership's total receipts for the tax year were less than $250,000. 

b The partnership's total assets at the end of the tax year were less than $1 million. 

c Schedules K-1 are filed with the retum and furnished to the partners on or before the due date (including 
extensions) for the partnership return. 

d The partnership is not filing and is not required to file Schedule M-3 . . 
If “Yes,” the partnership is not required to complete Schedules L, M-1, and M-2; item F on page 1 of Form 1065; 
or item L on Schedule K-1. 

7 Is this partnership a publicly traded partnership as defined in section 469(k)(2)? . 

8 During the tax year, eager a cg ala a was Togiven, or had the terms 
modified so as to reduce the principal amount of the debt? ` 

9 Has this partnership filed, or is it required to file, Form 8918, Material Aare Dickes Statement, 7) provide 
information on any reportable transaction? . 


10 At any time during calendar year 2017, Gide para in aan Grn 
account in a foreign country (such as a bank account, securities account, or other financial account)? See the instructions for 
exceptions and filing requirements for FinCEN Form 114, Report of Foreign Bank and Financial Accounts (FBAR). If “Yes,” 
enter the name of the foreign country, > 


Form 1065 (2017) 
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Form 1065 (2017) Page 3 
Schedule B Other Information (continued 
Yes | No 


11 At any time during the tax year, did the partnership receive a distribution from, or was it the grantor of, or 
transferor to, a foreign trust? If “Yes,” the partnership may have to file Form 3520, Annual Return To — 


Transactions With Foreign Trusts and Receipt of Certain Foreign Gifts. See instructions . . . : | | 
12a Is the partnership making, or had it previously made (and not revoked), a section 754 election? . . . . . . | ] 
See inst 
b Did the p: ? If rl 
attach a a 
c ls the ) use we a 


substantial built-in loss a defined under section 743(d)) or substantial basis reduction (as defined under section 
734(d))? If “Yes,” es anar a seteme srowng me compuaton ans llocation of the basis adjustment, See instructions | | 


"E een 


14 Au En ima ing thesta a id the ership distribute to any partner a tenancy-in-Common or othe 
undivided interest in pa S E IAE MERE STN 


15 artne equi ) 88 j m of U ` Foreign 

prs ; i | "Yes ent ie Tana ir of Forms 8805, Foreign Partner's 

ed for this partnership. > 

Enter the number of Forms 8865, Return of U.S. ana With Respect to Certain Foreign Partnerships, attached 
to this return. > 


Did you make any payments in 2017 that would require you to file Form(s) 1099? See instructions 
If “Yes,” did you or will you file required Form(s) 1099? . . . 

Enter the number of Form(s) 5471, Information Return of US. Persons With Respect To Certain “Foreign 
Corporations, attached to this return. > 


Enter the number of partners that are foreign governments under section 892. > 

During the partnership's tax year, did the partnership make any payments that would require it to file Form 1042 
and 1042-S under chapter 3 (sections 1441 through 1464) or chapter 4 (sections 1471 through 1474)? . 
Was the partnership a sae domestic a. ena to file Form 8938 for the tax year a the ea = 

Form 8938)? . . . 

Designation of Tax Matters Partner (see instructions) 

Enter below the general partner or member-manager designated as the tax matters partner (TMP) for the tax year of this return: 


Name of fyi 
TMP ) unbe of TMP ) 


Form 1065 (2017) 
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Form 1065 (2017) Page 4 
Schedule K Partners’ Distributive Share Items Total amount 
Ordinary business income (loss) (page 1, line 22) . ; E a 
Net rental real estate income (loss) (attach Form 8825) . ENM 
Other gross rental income (loss) % e 
Expenses from other rental activities (attach statement) 
Other net rental income (loss). Subtract line 3b from line 3a | 3c | 
E m 
ea | 
| 
et short-term capital gain (oss) {attach Schedule Di 3 EA 
ule kX Hea Æ 
JSI mf | 
- EIA 
—— i 
| 
| 
> Ss 8. ¿CS 
CET 
Net earnings (loss) from self-employment 1a | 
Gross farming or fishing income [14b] | 
Gross nonfarm income n ‘ [44e] | 
Low-income housing credit (section 4206) [15a] sd 
Low-income housing credit (other) (15b) sd 
Qualified rehabilitation expenditures (rental real estate) (attach Form 3468, if applicable) E77] | 
Other rental real estate credits (see instructions) Type. CET 
Other rental credits (see instructions). Types aa 
Other credits (see instructions) ET ea 
Name of country or U.S. possession Ps 
Gross income from all sources . = | 


Gross income sourced at partner level 
Foreign gross income sourced at partnership level 


Deductions allocated and apportioned at partner level 
Interest expense h Other... | 16h | 
Deductions allocated and apportioned at partnership level to foreign source income 

Br coro j General category» 


Total foreign taxes (check one): » Paid O Accrued O ........ [rep | 
A LE EEE dwt a Sees (eto | 


Post-1986 depreciation anne SEDE SA Aaa A cas | 
Adjusted gain or loss . . . Ian Al 
Depletion (other than oil and gas) . Pr zn y 
Oil, gas, and geothermal properties— gross income en 17d; | 
Oil, gas, and geothermal properties—deductions. . . . ......... [17e] | 
Other AMT items (attach statement). . . . 2 2 . . . . . . . . . . . Jar | 
Tax-exempt interest income. . . 2 2 2 2 m m . ee ee ee . .« ee [Bal | 
Other tax-exempt income . » . . 2 . mn . eee ee a EL] 
Nondeductible expenses. . . . ARA Y i 
Distributions of cash and marketable = ree gal | 
Distributions of other property . - 2 2 22 +... . . . ee ee ee [bj | 
INVEST MODO «5 aa sa RARAS 

Investment expenses . . . ‘ 

Other items and amounts attach statement 


Foreign Transactions 


- 
N 
o 


Bocvíl=oaoo 


Other Information | Minimum Tax 


ee 
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Ana 
1 


11 
12a 
b 
13 
14 


15 
16 
17 
18 
19a 
b 
20 
21 
22 


1 
2 


Form 1065 (2017) 


Schedule L Bala Semi Sheets pı A poksi | Beginningipfiax ya a i 


Sche 


i\iedule M-2 An is of Partners’ Capit: 


is of Net Income (Lo: 
Net income (loss). Combine Schedule K, lines 1 e 11. From the result, subtract the sum of 
Schedule K, lines 12 through 13d, and 161 . 


= A 
abi caen in nn 
| um Y _ 


Limited pai 


Trade notes and accounts receivable . 
Less allowance for bad debts . 


i à "kr 


| 


Less accumulated depletion 
Land (net of any amortization) . 
Intangible assets (amortizable only) 
Less accumulated amortization 
Other assets (attach statement) 
Total assets . . . 

Liabilities and Capital 
Accounts payable . ani 
Mortgages, notes, bonds payable in inti sai 1 year 
Other current liabilities (attach statement) 

All nonrecourse loans . a 

Loans from partners (or persons related rs pane 
Mortgages, notes, bonds payable in 1 year or more 
Other liabilities (attach statement) . 
Partners’ capital accounts 

Total liabilities and capital 


dule M-1 Reconciliation of Income (Loss) per Books With Income (Loss) per Return 
Note. The partnership may be required to file Schedule M-3 (see instructions). 


Net income (loss) per books. . . . — Income recorded on books this year not included 
Income included on Schedule K, lines 1, 2, 3c, on Schedule K, lines 1 through 11 (itemize): 

5, 6a, 7, 8, 9a, 10, and 11, not recorded on 

books this year (itemize): ______............... 

Guaranteed payments (other than Deductions included on Schedule K, lines 
health insurance) . . . 1 through 13d, and 16l, not charged 
ae recorded AA against book income this year (itemize): 
not included on Schedule K, lines 1 

through 13d, and 16l (itemize): 

Depreciation$ 2... Add lines 6and7 . . . 

Travel and entertainment $ Income (loss) (Analysis of "Net Income 
Add lines 1 through4 . ... .. | ss (Loss), line 1). Subtract line 8 from line 5 . 


Balance at beginning of year . . . Distributions: a Cash 
Capital contributed: a Cash . . . b Property . 

b Property . . Other decreases (itemize): 
Net income (loss) per books . 


Other increases (itemize); 
Add lines 1 through 4 . 


EXHIBIT 14-1 


U.S. Department of the Treasury, Internal Revenue Service, Form 1065. Washington, DC: 2017. 


Source: 


page 14-12 


1003 


Depreciation 


A partnership calculates depreciation following the same rules as a sole 
proprietorship using Schedule C. Form 4562 must be completed and 
attached. One major exception concerns the 8 179 expense deduction. A 
partnership can use the 8 179 expense deduction, but the deduction cannot 
reduce the partnership ordinary income. § 179 expense must be reported 
separately to each partner. 


TAX YOUR BRAIN 


Why must § 179 expense be reported separately to each partner? 


ANSWER 

If you recall from Chapter 6, each individual is allowed to deduct a 
maximum of $510,000 of § 179 expense in tax year 2017. If the partnership 
deducts the $ 179 expense and does not separately state it to partners, an 
individual could set up numerous partnerships for his or her businesses and, 
effectively, have an unlimited § 179 expense (up to $510,000 for each 
partnership). 


Partner Health Premiums 


Most employees can exclude from income the cost of employer-provided 
health and accident insurance. For employees of a partnership, this is 
certainly the case. However, because partners are not employees, partners 
cannot exclude from income the cost of their health insurance premiums 
paid by the partnership. The partnership treats the premiums as guaranteed 
payments to the partner, and the partner can deduct the premiums as a for 
AGI deduction on Form 1040. 


CONCEPT CHECK 14-2—L0O 14-2 


|. A partnership can deduct which of the following in determining 
partnership ordinary income or loss? 
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a. All ordinary and necessary expenses. 
b. Guaranteed payments. 

c. Depreciation. 

d. All of the above. 


?, What tax form is a partnership required to file each year? 
a. Form 1120. 
b. Form 1040. 
c. Form 1065. 
d. Form 1120S. 


3. A payment made to a partner that is calculated without regard to 
partnership income is a 


a. Partner salary. 
b. Partner withdrawal. 
c. Loan to a partner. 


d. Guaranteed payment. 


SEPARATELY STATED ITEMS 
LO 14-3 


As noted earlier, a partnership must allocate income and expense items 
between ordinary items and separately stated items. The general rule 
regarding income and expense items of a partnership and their 
classification follows: 
All income and expense items of a partnership that may be treated 
differently at the partner level must be separately stated. 
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TABLE 14-1 Common Partnership Ordinary and Separately Stated Items 


Ordinary Items (page 1, Form Separately Stated Items (Schedule 
1065) K, page 4, Form 1065) 
Gross profit Net income from rental real estate 
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Ordinary income from Form 4797 Net income from other rentals 


Salary and wages (nonpartners) Interest income 

Guaranteed payments (partners) Guaranteed payments (partners) 
Repairs and maintenance Dividends 

Bad debts Royalty income 

Rent Capital gains and losses 

Taxes and licenses 8 1231 gains and losses 

Interest Charitable contributions 
Depreciation § 179 expense 

Retirement plans Tax credits 

Employee benefits AMT adjustments and preferences 


Other ordinary and necessary 
expenses 


Table 14-1 lists the most common ordinary items and separately stated 
items. 

Form 1065, Schedule K (page 4), lists the partners’ shares of income, 
credits, and deductions. Schedule K is the total for all partners, whereas 
Schedule K-1 (discussed later) provides the individual partner’s share of 
each item. 


TAX YOUR BRAIN 


Why are items such as rental loss or capital gains separately stated? 


ANSWER 


Rental losses are passive activities. One partner may have rental income or 
other passive income to offset the losses whereas another partner may not. 
Thus the rental loss from the partnership could be treated differently from 
partner to partner. Likewise, an individual partner receives preferential tax 
treatment for capital gains. A corporate partner, in the same partnership, 
receives no preferential treatment and can deduct capital losses only to the 
extent of capital gains. Again, the different tax treatment at the partner level 
mandates that these items be separately reported to the partners. 
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Allocations to Partners (Schedule K-1) 


Every year, each partner in a partnership must receive a Schedule K-1 
(shown in Exhibit 14-2), which reports the partner’s share of ordinary 
income or loss and each separately stated item. Section J of the K-1 shows 
the partner’s percentage share of profit, loss, and ownership. Notice that 
the line items on the K-1 correspond directly to the line items on Schedule 
K of Form 1065. The summation (line 1, for example) of all the K-1s, 
whether for 2 or 5,000 partners, should equal the total on Schedule K. In 
the majority of cases, the allocation to the partner is the year-end 
percentage multiplied by the total amount for each item on Schedule K 
(page 4 of Form 1065).!! This calculation differs if changes in ownership 
occurred during the year or special allocations are made between the 
partners. 
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651117 


OMB No. 1545-0123 


Schedule K-1 201 7 Part Ill 


(Form 1065) 
Department ofthe Treasury 1 Ordinary business income (loss) 15 | Credits 
Internal Revenue Service For calendar year 2017, or tax year 60,540 
beginning / 1 2017 | ending 2 Net rental real estate income (loss) | 
Partner's Share of Income, Deductions - : : 


B Partnership's name, add: city, state, al 


IP 
W&J Woodworking 
2155 Playground 
Kinston, NC 2384: 


c 


IRS Center where partnership filed return 


> O om i ae AVION AT) 
wi Me 
9a Net long-tefm capital g d 


Part Il 
Partner's identifying number 
412-34-5670 
F Partner's name, address, city, state, and ZIP code 
Luleng Wu 

118 Nail Road 
Kinston, NC 23849 


[x] General partner or LLC O Limited partner or other LLC 
member-manager member 


[x] Domestic partner o Foreign partner 


What type of entity is this partner? Individual 
If this partner is a retirement plan (IRA/SEP/Keogh/etc.), check here O 
Partner's share ot profit, loss, and capital (see instructions): 

Beginning Ending 


Profit % 40 % 13 Other deductions 
Loss 40 % 

ii % 40 % 
Partner's share of liabilities at year end: 


Qualified nonrecourse financing - 14 Self-employment earnings (loss) 
Recourse... .... A 91,940 


Partner's capital account analysis: 


Beginning capital account . s 116,900 | *See attached statement for additional information. 
Capital contributed during the year s 

Current year increase (decrease) . $ 76,000 

Withdrawals 8 distributions S ( 20,000 ) 

Ending capital account . $ 


[X] Tax basis O car O section 704(b) book 


O Other (explain) 


Did the partner contribute property with a built-in gain or loss? 


O Yes [X] No 


If “Yes,” attach statement (see instructions) 


For IRS Use Only 


For Paperwork Reduction Act Notice, see Instructions for Form 1065. www. irs.gow/Form1065 Cat. No, 11394R Schedule K-1 (Form 1065) 2017 


EXHIBIT 14-2 


Source: U.S. Department of the Treasury, Internal Revenue Service, Schedule K-1 (Form 1065). Washington, DC: 
2017. 
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EXAMPLE 14-12 


Knox is a partner in Knox, Smith, & Wood partnership. He owned 33.3% 
from January 1, 2017, to March 31, 2017, when he bought Smith’s 33.3% 
interest. He owned 66.6% for the rest of the year. The partnership had 
$76,000 of ordinary income and $8,000 in long-term capital gains. Barring 
any special allocations in a partnership agreement, Knox’s share of the 
income items follows: 


Ordinary income $76,000 x 33.3%x 3/12= $ 6,333* 


$76,000 x 66.6% x 9/12 = 38,000 
Ordinary income allocated to Knox $44,333 
Capital gain $8,000 x 33.3% x 3/12 = $ 667 
$8,000 x 66.6% x 9/12 = 4,000 


Capital gain allocated to Knox $ 4,667 


* Use of expanded decimal places reduces rounding errors. 


Self-Employment Income 


Another important item affecting a partner is self-employment income. As 
we have mentioned, a partner is not an employee of a partnership and, 
thus, must consider income from the partnership to be self-employment 
income. In Chapter 6, we noted that a self-employed individual must pay 
15.3% of self-employment tax on the first $127,200 of self-employment 
income (wages in excess of $118,500 will be subject only to the Medicare 
rate of 2.9%). Normally, only ordinary income and guaranteed payments 
are included as self-employment income from the partnership.!? Table 14- 
2 illustrates the basic computation of self- employment income using the 
information on the Schedule K-1 in Exhibit 14-2. 

The partnership reports self-employment income to the partner on line 
14 of Schedule K-1. The sum of all the partners” self-employment income 
should equal the total self-employment income on Form 1065, Schedule K, 
line 14a. 


TABLE 14-2 Calculation of Self-Employment Income from a Partnership 


1. Ordinary income from Schedule K-1, line 1 $ 60,540 
2. Plus: Any guaranteed payments from Schedule K-1, 42,000 
line 4 
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3. Less: Any § 1231 gain included in ordinary income —0- 
4. Less: Any § 179 expense from Schedule K-1, line 


12 (10,600) 
Self-employment income Schedule K-1, line 14 $ 91,940 
TAX YOUR BRAIN 


Why are items such as dividends, capital gains, and royalty income not 
included in self-employment income? Likewise, why do charitable 
contributions not reduce self-employment income? 


ANSWER 


Only income and expenses from the operations of the partnership are 
included. Dividends, capital gains, and royalty income are not included as 
self-employment income because they are investment income. The 
partnership is just a conduit for the partners’ charitable contributions. 


CONCEPT CHECK 14-3—L0O 14-3 


. Why are items such as rental income/loss, capital gains/losses, and 
charitable contributions that flow through a partnership treated as 
separately stated? 


. Why is income from a partnership treated as self-employment income? 
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BASIS OF THE PARTNERSHIP INTEREST 
LO 14-4 


A partner’s basis in his or her partnership interest changes over time. It is 
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extremely important to continue to recalculate basis for various reasons. 
For example, a partner must use the basis to determine any gain or loss on 
the sale or disposal of the interest, to determine the basis of property 
distributed from the partnership, and to determine whether losses from the 


partnership are deductible (see the at-risk rules in Chapter 13). Table 14-3 


summarizes the process to calculate a partner’s basis.13 


Although it is advisable to keep a running total of a partner’s basis 
each year, the basis calculation is mandatory at the following times: 


In a year the partnership had a loss. 
At the liquidation or disposition of a partner’s interest. 


In a year a partner receives nonliquidating distributions. 


Increases and Decreases in Partnership Basis 


Table 14-3 notes that the partner’s share of separately stated items 
increases or decreases his or her basis. Do separately stated income items 
such as tax-exempt income increase basis? Do separately stated 
nondeductible loss or deduction items (such as life insurance premiums) 
decrease basis? The answers are yes. All income/gain or expense/loss 
items increase or decrease outside basis. 


TAX YOUR BRAIN 


Why do tax-exempt and nondeductible items increase or decrease basis? 


ANSWER 


If these items do not increase or decrease a partner’s basis (outside basis), 
they will have a tax effect when the partnership interest is sold or disposed 
of. For example, if a partner’s share of tax-exempt interest is $500, that 
$500 should never be taxed. If the partner’s basis does not increase by 
$500, the partnership basis will be $500 lower. When the interest is sold, 
$500 in additional gain will be recognized. Thus the tax-exempt interest 
income will effectively be taxed. The same concept applies to 
nondeductible items but in the opposite direction. 
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There is a specific sequence to the basis adjustments. The order of 
adjustment follows: 
Basis is first increased and decreased by all adjustments except for losses. 
The adjustment is reduced by money distributed (including release of 
liabilities). 
The adjustment is reduced by the basis of any property distributed. 


TABLE 14-3 Basis of the Partnership Interest 


Starting basis = Basis of property contributed + FMV of 
services rendered (or cost if partnership interest was 
purchased)* 


Plus: Basis of property contributions after formation (cash 
or property) 


Plus: Partner’s share of partnership ordinary income 


Plus: Partner’s share of separately stated income or gain 
items 


Plus: Partner’s share in partnership liabilities 


Less: Basis of property distributed (cash or property—but 
not below zero) 


Less: Partner’s share of partnership ordinary loss (but not 
below zero) 


Less: Partner’s share of separately stated loss/expense items 


Less: Partner’s release of partnership liabilities 


* A partnership interest could be inherited or received by gift as well. If the interest is inherited, the beginning 
partnership basis is the FMV at the date of death of the decedent. The gift basis is typically the donor’s basis plus 
any gift tax paid on the appreciation. 
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The basis that remains is used for the determination of any deductible 
losses from the partnership. 


EXAMPLE 14-13 
Partner Allison has a basis of $5,000 in a partnership at the beginning of the 
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year. She receives $3,000 in cash distributions, her distributive share of 
income is $2,500, and she receives a land distribution with a basis of $4,000 
(FMV $10,000). 


Beginning basis $5,000 
Share of income 2,500 
Cash distribution (3,000) 
Land distribution (4,000) 


Year-end basis $ 500 


EXAMPLE 14-14 


Use the information on the Schedule K-1 shown in Exhibit 14-2. If Luleng 
Wu’s partnership basis at the beginning of 2017 was $22,000, calculate his 
basis at the end of 2017. 


Beginning basis $22,000 
Share of ordinary income 60,540 
Share of dividends 1,110 
Share of short-term capital gains 440 
Share of long-term capital gains 600 
Share of net § 1231 gain 105 
Charitable contributions (2,600) 
Section 179 expense (10,600) 
Wu’s ending basis $71,595 


Notice in Example 14-14 and Table 14-3 that guaranteed payments are 
not used in the basis calculation. Typically, guaranteed payments do not 
have an impact on basis. The partner recognizes income from the 
guaranteed payment but receives a payment for the exact amount. Thus the 
increase (income recognized) and the decrease (cash distribution) exactly 


cancel out.1* 


Liabilities 
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In Example 14-14, you may have noticed that we did not include any 
liabilities in the basis even though the partner’s Schedule K-1 clearly 
shows the partner’s share of liabilities in Section K. In practice, most tax 
preparers calculate basis but ignore the liability implications. In most 
cases, liabilities are considered only if the increase in basis is necessary to 
deduct a loss from the partnership. The primary reason for this common 
practice is that the liability level of the partnership is consistently 
changing, and most of the time the calculation is simply not necessary. 


EXAMPLE 14-15 


Using the same facts as in Example 14-14, we calculate the ending basis 
including liabilities as follows: 


Ending basis $ 71,595 
Qualified nonrecourse 26,300 
Other debt 43,000 
Total basis including liabilities $140,895 
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CONCEPT CHECK 14-4—LO 14-4 


|. A partner must use basis to determine the gain or loss on a sale of the 
partnership interest and to determine whether losses are deductible. 
True or false? 


). A partner’s basis is not increased by his or her share of tax-exempt 
income items. True or false? 


3. In the calculation of basis, the order of the basis adjustments is not 
important. True or false? 


1. A partner’s basis is never increased by his or her share of recourse 
liabilities. True or false? 
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PARTNERSHIP DISTRIBUTIONS 
LO 14-5 


One of the convenient features of a partnership is flexibility concerning 
distributions. As a general rule, a partner recognizes no gain or loss on a 
nonliquidating distribution.!° 


EXAMPLE 14-16 


Davis, a 50% partner in ABCD partnership, has a basis of $85,000 in his 
partnership interest. He receives a cash distribution of $84,000 at year-end. 
Davis recognizes no gain or loss on the distribution but reduces his basis to 
$1,000. 


TAX YOUR BRAIN 


Why does the IRS allow the tax-free distribution in Example 14-16? 


ANSWER 


For Davis to have a predistribution basis of $85,000, he would have made 
past contributions or have been taxed on income to increase his basis. 
Therefore, he is receiving either a distribution of previously taxed income 
or a distribution of his own capital, neither of which is taxed. This is a 
significant advantage of the partnership form over the corporate form. A 
distribution from a corporation is usually considered a taxable dividend. 


Gain on Current Distributions 


The two exceptions to the general rule of no gain or loss on current 
distributions follow: 


When money or marketable securities are distributed in excess of the 
partner’s basis, a gain is recognized to the extent of the excess.16 


The current distribution triggers a precontribution gain.*” 


Basis can never go below zero. Thus if money or marketable securities 
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(cashlike assets) exceed the partner’s basis, the partner recognizes the 


excess as a capital gain.18 


EXAMPLE 14-17 


Assume the same facts as in Example 14-16. If Davis received a cash 
distribution of $86,000, he must recognize a $1,000 capital gain. After the 
distribution and recognized gain, he would have a zero basis in the 
partnership at year-end. 


A precontribution gain occurs when a partner contributes appreciated 
property to a partnership and, within seven years, the partnership 
distributes the same property to another partner. In essence, the 
contributing partner is selling the property to the distributing partner and 
attempting to eliminate the gain by passing it through the partnership. If 
the contributed property is distributed to another partner within the seven- 
year time frame, the contributing partner recognizes the deferred gain. 
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EXAMPLE 14-18 


Bailey contributes land to a partnership with a basis of $8,000 and an FMV 
of $12,000 in 2015. In 2017, when the FMV of the land is $14,000, the 
partnership distributes the land to Jessica, another partner. The distribution 
triggers a precontribution gain of $4,000 to Bailey. Jessica has no gain or 
loss on the distribution and would have a basis of $12,000 in the land 
($8,000 carryover basis plus the $4,000 gain recognized by Bailey). 


Basis of Distributed Property 


When property is distributed to a partner from a partnership, neither the 
partner nor the partnership recognizes any gain. The basis and the holding 
period of the distributed property carry over to the partner.1? Hence the 
partner steps into the shoes of the partnership. The only exception to the 
carryover basis rule occurs when the basis in the distributed property 
exceeds the basis in the partnership interest. The basis of the distributed 
property is limited to the basis of the partnership interest. Recall that the 
partner recognizes a gain only if the distribution exceeds basis and the 
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distribution consists only of money and marketable securities.2 


EXAMPLE 14-19 


Fonda has a partnership basis of $6,000. She receives, from the partnership, 
a distribution of equipment with a basis to the partnership of $8,000 and an 
FMV of $5,000. The basis in the equipment to Fonda after the distribution 
is limited to her basis in the partnership of $6,000. Fonda recognizes no 
gain or loss and has a zero basis in her partnership interest after the 
distribution. 


EXAMPLE 14-20 


Assume the same facts as in Example 14-19 except that Fonda receives a 
$2,000 cash distribution and the equipment. In this case, she would first 
reduce her partnership basis by the $2,000 cash distribution. Fonda still 
does not recognize any gain but now has a basis of $4,000 in the equipment. 


CONCEPT CHECK 14-5—LO 14-5 


L. Which of the following is true concerning the recognition of gain on a 
distribution from a partnership? 


a. Gain is recognized if the partner receives property with a basis higher than 
his or her partnership interest basis. 


b. Gain is recognized if the partner receives cash in excess of his or her basis. 
c. The partner never recognizes a gain on a partnership distribution. 


d. The partner always recognizes a gain on a partnership distribution. 


). Nelson has a partnership basis of $12,000. He receives, from the 
partnership, a distribution of furniture with a basis to the partnership of 
$16,000 and an FMV of $10,000. Nelson’s basis in the furniture after 
the distribution from the partnership is 


a. $10,000. 
b. $12,000. 
c. $16,000. 
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d. None of the above. 


3. Assume the same facts as in Question 2. However, Nelson receives a 
cash distribution of $4,000 with the furniture. The basis in the 
furniture after the distributions is 


. $8,000. 

. $10,000. 
$12,000. 
. $16,000. 


ee. so 
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DISPOSAL OR LIQUIDATION OF A 
PARTNERSHIP INTEREST 
LO 14-6 


The most common way to dispose of a partnership interest is either 
through partnership liquidation or by selling the interest.2! 


Liquidation of a Partnership Interest 


Liquidation occurs when a partner’s entire interest is redeemed by the 
partnership. Most of the rules concerning nonliquidating distributions 
(discussed previously) also apply to liquidating distributions. Thus a 
distribution of money in excess of basis causes a capital gain. If property is 
received in the liquidating distribution, no gain is recognized, and the basis 
of the property is adjusted as shown in Example 14-19. 

One substantial difference in the liquidation rules and regular 
distribution rules is that a loss can be recognized on liquidating 
distributions. A loss occurs when the amounts received in liquidation are 
less than the partner’s outside basis. One major caveat is that the loss can 
be recognized only after the final payment is received from the partnership 
and when only money, receivables, and/or inventory is/are distributed. 


EXAMPLE 14-21 
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Cassandra has a $20,000 basis in her partnership interest when she receives 
liquidating distributions from the partnership. She receives cash of $12,000 
and equipment with a basis to the partnership of $6,000. Cassandra 
recognizes no gain or loss on the liquidating distribution. The equipment 
will have a basis to her of $8,000 ($20,000 partnership basis minus cash 
received of $12,000). 


EXAMPLE 14-22 


Assume the same facts as in Example 14-21 except that Cassandra receives 
cash of $12,000 and inventory with a basis to the partnership of $6,000. 
Cassandra recognizes a loss of $2,000 on the liquidation (cash and 
inventory basis of $18,000 minus the $20,000 partnership basis); the 
inventory will have a basis to her of $6,000. 


If several assets are distributed in liquidation and the partner does not 
have outside basis to cover the basis in the partnership assets distributed, 
the outside basis is allocated among the distributed assets as follows: 


The partnership basis is first reduced by money distributions. 


Any remaining basis covers the basis in receivables and inventory 
distributed. 


Any remaining basis is allocated to the other assets distributed in 


proportion to each asset’s basis. 


EXAMPLE 14-23 


Kelsey has a basis in her partnership interest of $10,000. She receives the 
following assets in complete liquidation of the partnership interest: 


Cash $ 3,000 
Inventory (basis) 2,000 
Equipment (basis) 2,000 
Land (basis) 4,000 
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Kelsey has no recognized gain or loss, and her $10,000 outside basis is 
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allocated to the assets as follows: 


Cash $3,000 
Inventory 2,000 
Equipment ($5,000 x $2,000/$6,000) 1,667 
Land ($5,000 x $4,000/$6,000) 3,333 


Sale of a Partnership Interest 


The sale of a partnership interest is similar to the sale of any capital asset. 
The partner determines the amount realized from the sale and subtracts the 
basis of the partnership interest at the date of sale. The gain or loss is a 
capital item, and, assuming that the partner is an individual, he or she 
reports the transaction on Schedule D of Form 1040. 


EXAMPLE 14-24 


Bart purchased a 30% partnership interest for $23,000 in February 2015. 
His share of partnership income in subsequent years was $12,000 in 2015, 
$15,000 in 2016, and $8,000 in 2017. He made no additional contributions 
to, or withdrawals from, the partnership. On December 18, 2017, Bart sold 
his partnership interest for $74,000. His long-term capital gain is $16,000. 


Amount realized $ 74,000 
Basis: Beginning $ 23,000 
2015 income +12,000 
2016 income +15,000 
2017 income + 8,000 (58,000) 


Long-term capital gain $ 16,000 


The partner may be subject to ordinary income from the sale if the 
partnership has substantially appreciated inventory or accounts 
receivable.2° If the partnership sold or collected these items, ordinary 
income would result, and the partner would share in that ordinary income. 
A partner who is allowed capital gain treatment on the sale of the 
partnership interest would effectively convert the ordinary income to 
capital gain income and benefit from the preferential capital gain rates. 
IRC 8 751 prevents this conversion. 
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EXAMPLE 14-25 
Assume the same facts as in Example 14-24. However, the partnership has 
uncollected accounts receivable with an FMV of $20,000 and a basis of 


$0.24 Because Bart’s share in the receivables is $6,000 (30% interest x 
$20,000), $6,000 of the $16,000 gain is ordinary, and the remaining 
$10,000 is capital gain. 


CONCEPT CHECK 14-6—LO 14-6 


L. Shelly has a basis in her partnership interest of $30,000. She receives 
the following assets in complete liquidation of the partnership interest: 


Cash $ 9,000 
Inventory (basis) 6,000 
Equipment (basis) 8,000 
Land (basis) 12,000 


a. What is Shelly’s recognized gain? 
b. What is Shelly’s basis in each of the assets distributed? 


). Callie purchased a 60% partnership interest for $55,000 in March 
2016. She had income of $18,000 from the partnership in 2016 and 
$26,000 in 2017. She made no additional contributions to, or 
withdrawals from, the partnership. On December 30, 2017, Callie sold 
her partnership interest for $107,000. 

a. What is Callie’s basis before the sale? 


b. What is Callie’s gain or loss? 


c. Is the gain or loss (if any) capital or ordinary? 
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Comprehensive Example 
Shafer and Jones Consulting, LLC, is a partnership formed on January 1, 


1021 


2014, to perform business consulting services. The business is located at 
1482 Jones Business Complex, Anywhere, NC 27858. Its Employer ID is 
92-1234567; it uses the tax/cash basis of accounting, is not subject to 
partnership audit procedures, has no foreign interests, and is not a tax 
shelter. 

The home address for David A. Shafer (SSN 412-34-5670) is 103 
Flower Road, Anywhere, NC 27858. He is a 60% partner. Robert B. Jones 
(SSN 412-34-5671) lives at 534 Bates Road, Anywhere, NC 27858. He is 
a 40% partner. 

In 2017, David received a distribution of $60,000, and Robert received 
a $40,000 distribution. Both of these distributions are in addition to the 
guaranteed payments. 


SHAFER AND JONES CONSULTING, LLC 
Comparative Balance Sheet 
As of December 31, 2016, and December 31, 2017 


12/31/16 12/31/17 
Assets 
Cash $ 29,452 $ 35,452 
Investments 153,345 105,480 
Office equipment 123,000 143,800 
Accumulated depreciation (equipment) (68,880) (71,852) 
Building 245,600 245,600 
Accumulated depreciation (building) (18,616) (24,913) 
Total assets $463,901 $433,567 
Liabilities and equity 
Notes payable $233,800 $228,333 
Capital accounts 
Capital, Shafer 138,061 123,140 
Capital, Jones 92,040 82,094 
Total liabilities and equity $463,901 $433,567 
SHAFER AND JONES CONSULTING, LLC 
Income Statement 
For the Year Ending December 31, 2017 
Revenue 
Consulting income $554,897 
Interest income 1,231 
Dividend income (qualified) 3,234 
Long-term capital losses (12,435) 
Total revenue $546,927 
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Expenses 


Salaries and wages (nonpartners) $153,000 

Guaranteed payments 
Shafer 100,000 
Jones 96,000 
Depreciation (MACRS—includes $5,000 8 179 expense) 31,448 
Interest expense 15,983 
Taxes and licenses 15,548 
Utilities 12,132 
Travel 11,458 
Meals and entertainment (100%) 11,345 
Auto 9,880 
Insurance (nonpartner health) 5,000 
Accounting and legal 4,800 
Repairs 3,200 
Charitable contributions 1,500 
Payroll penalties 500 
Total expenses $471,794 
Net income $ 75,133 
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See Table 14-4 for a spreadsheet of partnership ordinary income and 
separately stated items. Exhibits 14-3 and 14-4 show the presentation of 
Form 1065 and Schedule K-1s for Shafer and Jones Consulting. Form 
4562 (depreciation), Schedule D (capital gains and losses), and a statement 
listing other deductions (line 20 of Form 1065) are omitted from the 
example. 


TABLE 14-4 
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SHAFER AND JONES CONSULTING, LLC 


Income Statement 
For the Year Ending December 31, 2017 


Separately 
Adjustments Ordinary Stated 

Consulting income 554,897 
Interest income 1231 
Dividend income (qualified) 3,234 
Long-term capital losses (12,435) 
Expenses 

Salaries and wages (nonpartners) 153,000 

Guaranteed payments 

Shafer 100,000 100,000 
Jones 96,000 96,000 

Depreciation (MACRS—includes $5,000 

8 179 expense) 26,448 5,000 

Interest expense 15,983 

Taxes and licenses 15,548 

Utilities 12132 

Travel 11,458 

Meals and entertainment (100%) (5,673)* 5,672* 

Auto 9,880 

Insurance (nonpartner health) 5,000 

Accounting and legal 4,800 

Repairs 3,200 

Charitable contributions 1,500 

Payroll penalties (500) 
Net income $ 75,133 $ 95,776 

* Only 50% of meals and entertainment expenses are allowed. 
T Penalties are not deductible. 
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m 1 065 U.S. Return of Partnership Income OMB No. 1545-0123 


For calendar year 2017, or tax year beginning ‚2017, ending 


eu | 
Shafer and Jones Consulting, LLC 
1482 Jones Business Complex 

or town, orp O O po Q 


. See the instructions for more information. 


. | 1a [pa 554897) | 
| N O EJ y a i 

f line : fe 554,897 
‘orm 1 > e ne ò f a 


Gross profit. Subtract line 2 from line 1c ; 
Ordinary income (loss) from other partnerships, estates, and trusts (attach statement) . 
Net farm profit (loss) (attach Schedule F (Form 1040)) . . . R a 20 
Net gain (loss) from Form 4797, Part Il, line 17 (attach Form 4797) 
Other income (loss) (attach statement) A a a eh er 

pss). Combine lines 3 thro gh 7 hd ee a n 
Salaries and wages (other than to AA credits) . 
Guaranteed payments to partners . . 
Repairs and maintenance . 
Bad debts . 
Taxes and licenses . 
Interest . 
Depreciation #f required, attach Form 4562). é 
Less depreciation reported on Form 1128-A and elsewhere on retum 
ee ee 
Retirement plans, etc. . š 
Employee benefit programs . . . . 
Other deductions (attach statement) . . 
Total deductions. Add the amounts shown in the far right column for lines 9 through 20. 
Ordinary business income (loss). Subtract line 21 from line 8 


o a ee en 
knowledge and belief, it is true, correct, and complete, Declaration of preparer (other than partner or limited liability company member) is based on all 
Sign information of which preparer has any knowledge. 


H ven ne EO ee de 
ere preparer shown b (see 
[rectora |] Yes i | 


} ee 


iia ii Check O it 
self-employed 


Firm's EIN > 


Deductions isee the instructions tor limitations) Income 


Lconanen EGBBBEBRBEHDR | E 
ss: || 


Paid 
Preparer 
Use Only 


For Paperwork Reduction Act Notice, see separate instructions. Cat. No. 113902 Form 1065 (2017) 
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Form 1065 (2017) Page 2 
Schedule B Other Information 
| Yes | No 


What type of entity is filing this return? Check the applicable box: 

CJ Domestic general partnership b C] Domestic limited partnership 

e [Z Domestic limited liability company d C Domestic limited liability partnership 

CO Foreign partnership f () Other» 

At any time during the tax year, was any partner in the partnership a disregarded entity, a partnership (ncluding a 
ship), aytrust, amS an estatesfother t 3 
AET ACS. en / 

- a a 

a estié corporatia Q ip uding S a pal p), Must, or tax- 


exempt organization, or any foreign government own, directiy or ndirecty an interest 150% or more in the rot, 
loss, Orc; E yeugiaty mers 


nation on ers 
b Ode fl iW. 

50 ig 50% z : ers 
ac prod ath pum did Se 
a Own directly di 


stock entitled 
instructions. | 


b Own directly an interest of 20% or more, or own, directly or indirectly, an interest of 50% or more in the profit, loss, 
gen ra een ar coros VOMIT RTS oleae ek CO 
interest of a trust? For rules of constructive ownership, see instructions. If “Yes,” ha aaa 


Emplo: 
M Name of Entity mieso ae y 
a Me 


| Yes | No 

5 Did the partnership file Form 8893, Election of Partnership Level Tax Treatment, or an election statement under 

section en tax treatment, Sr a create ee ere ee 

more details . . . : A mae E 
6 ía pio lia ol co SOT 
a The partnership's total receipts for the tax year were less than $250,000. 
b The partnership's total assets at the end of the tax year were less than $1 million. 
c Schedules K-1 are filed with the retum and furnished to the partners on or before the due date (including 

extensions) for the partnership return. 


d The partnership is not filing and is not required to file Schedule M-3 . . WE 
If “Yes,” the partnership is not required to complete Schedules L, M-1, and M-2; item F on page 1 of Form 1065; 
or Item L on Schedule K-1. 
Is this partnership a publicly traded partnership as defined in section 469(kX2)? . . . | old 


8 During the tax year, did the partnership have any debt that was canceled was forgiven, or had the terms 
modified so as to reduce the principal amount of the debt? AR ff 

9 Has this partnership filed, or is it required to file, Form 8918, Material Advisor Disclosure Statement, = provide 
information on any reportable transaction? . a Y 


10 At any time during calendar year 2017, A rad A E a 
account in a foreign country (such as a bank account, securities account, or other financial account)? See the instructions for 
exceptions and filing requirements for FinCEN Form 114, Report of Foreign Bank and Financial Accounts (FBAR). If “Yes,” 
enter the name of the foreign country. > A E 


Form 1065 (2017) 
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Form 1065 (2017) Page 3 
Schedule B Other Information (continued 


11 At any time during the tax year, did the partnership receive a distribution from, or was it the grantor of, or 
transferor to, a foreign trust? If “Yes,” the partnership may have to file Form 3520, Annual Return To ti 


Transactions With Foreign Trusts and Receipt of Certain Foreign Gifts. See instructions . . . . IV 
12a Is the partnership making, or had it previously made (and not revoked), a section 754 election? . . . . . . | {V 
See instru 
b Did the ion adju: ion 7 8415)? If “Yes,” 
attach a llo n of the See i > mn... Y 
c ls the ion 743(b) b) ause of a 


substantial built-in loss pa defined under mio 743(d)) or ei basis reduction (as defined under section 
734(d))? If “Yes,” attach a statement showing the computation and allocation of the basis adjustment, See instructions | | y 


FE 


14 At fry time du g the, ta AS oe 2 G artne ommon or other 
undivided interest in partnership property? . . . . O eee ee ee: EU: Y 
15 If the partne ea Fa 8858, Ip tio es Foreign 
Disregarded E ern For 958 aache. So 
Does the pai ershil =: 5 | "Yes 38805, Foreign Partner's 
Information 1448 \ hö g : efship. Zz Y 
Enter the number of Fame 8865, Return of U.S. Persons With Respect to Certain Foreign Partnerships, attached 
to this return. >> 
Did you make any payments in 2017 that would require you to file Form(s) 1099? See instructions u 
If “Yes,” did you or will you file required Form(s) 1099? . . . . 


Enter the number of Form(s) 5471, Information Return of U. 5. Persons With Respect To Certain “Foreign 
Corporations, attached to this return. »- 

Enter the number of partners that are foreign governments under section 892.» 

During the partnership's tax year, did the partnership make any payments that would require it to file Form 1042 

and 1042-S under chapter 3 (sections 1441 through 1464) or chapter 4 (sections 1471 through 1474)? . > 

22 Was the partnership a ia domestic AR BERN to file Form 8938 for the tax o mew the Instructions o ali 
Form 8938)? . 


Designation of Tax Matters Partner (see instructions) 
Enter below the general partner or member-manager designated as the tax matters partner (TMP) for the tax year of this return: 


Name of 


designated identifying 

TMP ) David A. Shafer number of TMP » 412-34-5670 
If the TMP is an 

entity, name Phone number 

of TMP representative ’ of TMP 252-555-5555 


Form 1065 (2017) 
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Form 1065 (2017) Page 4 
Schedule K Partners’ Distributive Share Items 
Ordinary business income (loss) (page 1, line 22) . . . . 2 2 2 2.2.2... |] 95,76) 
Net rental real estate income (loss) (attach Form 8825) . ee e ae ee ee 
Other gross rental income (loss) 5 
Expenses from other rental activities (attach statement) 
Other net rental income (loss). Subtract line 3b from line 3a 


1,231 


an. es Fe 


Income (Loss) 
gg E >> cadd BEI» 


INL | 
3 A BE 


Net eamings (loss) from self-employment 
Groes farming orfishingincome è . . . 2 2 » + te tee tt tthe a 
Gross nonfarmincome . . . Re « eee del 
Low-income housing credit (section 42(X5) gra he oe eee) A 
Low-income housing credit (other) Ris 
Qualified rehabilitation expenditures (rental real estate) (attach Form 3468, if applicable) 
Other rental real estate credits (see instructions) Type 
Other rental credits (see instructions) 


Gross income fromallsources. . © © = = 22.0... 16b] 


Gross income sourced at partner level . . . 2 2 2 2 . ee ee ee ee BCP | 
Foreign gross income sourced at partnership level 
Deductions allocated and apportioned at partner level 
g Interest expense 2... h Other .. . > 
Deductions allocated and apportioned at partnership level to foreign source income 

i Passive category > j General category k Other > 
I Total foreign taxes (check one): » Paid [] Accrued O 

m Reduction in taxes available for credit (attach statement) 

n Other foreign tax information (attach statement) . . . 
17a Post-1986 depreciation adjustment 

Adjusted gain or loss . 5 a 

Depletion (other than oil and gas) . aed O de te ve 
Oil, gas, and geothermal properties —gross income sr en Bee OT 
Oil, gas, and geothermal Sn ama ee. a: te La 


Foreign Transactions 


Minimum Tax 


Alternative 
(AMT) Items 


Tax-exempt interest income . 
Other tax-exempt income 
Nondeductible expenses. . . 
Distributions of cash and marketable securities 
Distributions of other property . 

Investment income . 
Investment expenses . 


Boovcíl=oaou 


> 


Other Information 


codo 


Form 1065 (2017) 
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Form 1065 (2017) Page 5 
Analysis of Net Income (Los: 


1 yay Combine Schedule K, rn From the result, subtract the sum of 
Schedule K, lines 12 through 13d, and 16! . a 


ame ype: A | E ae 
(active) (passive) ization Nominee/Ot 
a General partners rd E O a ee 
b Limi k 
Schedule L Ba > par Moke um E tae ae of tax year 
a = — P ar WW Z m 


| 153,385 
| 
261,108) 
Y 
11 Land (net of any amortization) . . EI 
12a Intangible assets (amortizable only) 
b Less accumulated amortization MN 
13 Other assets (attach statement) | 
14 Totalassets . . . 463,901 | 
Liabilities and Capital 
15 Accounts payable . .... . Weeze 
16 Mortgages, notes, ER nz 
17 Other current liabilities (attach statement) i 
18  Allnonrecourse loans . . | 
19a Loans from partnere tor purnons related to partnertd as 
b Mortgages, notes, bonds payable in 1 year or more je o 
20 Other liabilities (attach statement) . Po 
21 Partners’ capital accounts 230,101) 
22 Total liabilities and capital š 
Schedule M-1 Reconciliation of Income (Loss) per Books With Income (Loss) per Retum 
Note. The partnership may be required to file Schedule M-3 (see instructions). 
1 Netincome (loss) per books. . . . | 75,133| 6 income recorded on books this year not included 
2 Income included on Schedule K, lines 1, 2, 3c, on Schedule K, lines 1 through 11 (temize): 
5, 6a, 7, 8, 9a, 10, and 11, not recorded on 
books this year (itemize): _____..._............. 
3 Guaranteed payments itd than Deductions included on Schedule K, lines 
health insurance) . . . 1 through 13d, and 16l, not charged 
4 oo recorded on Bocke this. year against book income this year (itemize): 
not included on Schedule K, lines 1 i 
through 13d, and 161 (itemize): 
a Depreciation $ Add lines 6and7 . . 
b Travel and entertainment$ 6,173 Income (loss) (Analysis of Net Income 
5 Add lines 1 throug 7 SS (Loss), line 1). Subtract line 8 from line 5 . 277,306 
Schedule M-2 : s of Partners’ 
1 Balance at beginning of year 100,000 
2 Capital contributed: a Cash 
b Property 
3 Net income (loss) per books . 
4 Other increases (itemize); Luc... 100,000 
5 Addlines 1 through 4 . 205,234 
Form 1065 (2017) 
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Source: U.S. Department of the Treasury, Internal Revenue Service, Form 1065. Washington, DC: 2017. 
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OMB No. 1545-0123 


Schedule K-1 201 7 Part Ill 


(Form 1065) 
Department of the Treasury 1 = Ordinary business income (loss) 
Internal Revenue Service For calendar year 2017, or tax year 57,466 


2 Net rental real estate income (loss) 


cagao C LT) entra [07 


3 Other net rep ome (loss) 


anti tion w 
92-1234567 


Partnership's name, ad city, state, ai IP code 
Shafer and Jones Consulting, 
1842 Jones Busi n 
Anywhere, NC 27 


Cincimat, On” mam 
Cincinnati, OH a Zu ER 
Burn ai 
1 
Part Il 9a long-tefm capital gain (loss) 
E Partner's identifying number (7,461) 


9b Collectibles (28%) gain (loss) 


9c Unrecaptured section 1250 gain 
10 Net section 1231 gain (loss) 


G  [] General partner or LLC [C] Limited partner or other LLC 11 Other income (loss) 
member-manager member 


"u Domestic partner El Foreign partner 


412-34-5670 
F Partner's name, address, city, state, and ZIP code 
David A. Shafer 

103 Flower Road 
Anywhere, NC 27858 


What type of entity is this partner? Individual 

If this partner is a retirement plan (IRA/SEP/Keogh/etc.), check here L] 

Partner's share of profit, loss, and capital (see instructions): 12 | Section 179 deduction A | 60,000 
Beginning 


% 13 Other deductions 


% A 900| 20 | Other information 
i % 
Partner's share of liabilities at year end: 
Qualified nonrecourse financing . 
Partner's capital account analysis: 


Beginning capital account . s 138,061 
Capital contributed during the year $ 

Current year increase (decrease) . $ 45,080 

Withdrawals & distributions $ ( 60,000 ) 

Ending capital account . $ 123,140 


E] Tax basis O mr C Section 704(b) book 


U] other (explain) 


Did the partner contribute property with a built-in gain or loss? 


O Yes EX] No 
If “Yes,” attach statement (see instructions) 


For IRS Use Only 


For Paperwork Reduction Act Notice, see Instructions for Form 1065. www.irs.gov/Form1065 Cat. No. 11394R Schedule K-1 (Form 1065) 2017 


page 14-30 


1030 


651117 


OMB No. 1545-0123 


O Final K-1 


Schedule K-1 201 7 Part Ill 


(Form 1065) 
Ordinary business income (loss) 
38,310 


~ 
C R-N 
Lar 


Internal Revenue Service For calendar year 2017, or tax year 
2 Net rental real estate income (loss) 


beginning 1 2017 | ens [_Y / ] 


Partner's pn > Income, y os N 
Credits, etc. mó 


[oval identification 


92-1 224567 — Interest income 
B Partnership's name, add: 17 state, 49 
Shafer and Jones Con: Pe & E 
1842 Jones Busin: | 
Anywhere, NC 27 A 
C IRS Center where partnership filed return Royalties 


Cincinnati, OH 


at long-te 


E Partner's identifying number (4,974) 


F Partner's name, address, city, state, and ZIP code 


Robert B. Jones 9c  Unrecaptured section 1250 gain 


543 Bates Road 
Anywhere, NC 27858 = a o 


G  [] General partner or LLC C] Limited partner or other LLC 11 Other income (loss) ec. 
member-manager member 
Ed Domestic partner O Foreign partner | 
What type of entity is this partner? Individual | 
If this partner is a retirement plan (IRA/SEP/Keoghvetc,), check here L] 19 | Distributions 


Partner's share of profit, loss, and capital (see instructions): A | 40,000 
Beginning 


% bs Other deductions 
% 600| 20 Other information 
% 

Partner's share of liabilities at year end: 


Qualified nonrecourse financing . k Self-employment earnings (loss) 
oou cs è a Gk eS 132,310 


10 Net section 1231 gain (loss) 


Partner's capital account analysis: 
Beginning capital account... 
Capital contributed during the year 
Current year increase (decrease) 
Withdrawals & distributions 

Ending capital account . 


EX] Tax basis O sur 
O Other (explain) 


Did the partner contribute property with a built-in gain or loss? 


O Yes [x] No 


If “Yes,” attach statement (see instructions) 


For IRS Use Only 


For Paperwork Reduction Act Notice, see Instructions for Form 1065. _ www.irs.gov/Form1065 Cat, No. 11394R Schedule K-1 (Form 1065) 2017 


EXHIBIT 14-4 


Source: U.S. Department of the Treasury, Internal Revenue Service, Schedule K-1 (Form 1065). Washington, DC: 
2017. 
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Summary 


LO 14-1: Explain the 
rules dealing with the 
formation of a 
partnership. 


LO 14-2: Be able to 
report partnership 
ordinary income or 
loss. 


LO 14-3: Determine 
separately stated 
items. 


LO 14-4: Calculate 
partner basis. 


LO 14-5: Apply the 
rules for partnership 
distributions. 


LO 14-6: Correctly 
report partnership 
liquidations and 
dispositions. 


Generally there is no gain or loss on formation. 

Basis determination is very important. 

Outside basis is the tax basis of the partnership interest to 
the partner. 


Inside basis is the partner’s share of the basis of partnership 
assets. 


The partnership holding period carries over from the 
contributing partner. 


The FMV of services is income to the contributing partner. 


Property contributed with liabilities may trigger a gain to 
the contributing partner. 


The partnership files an annual information return, Form 
1065. 

Partnership income is separated into ordinary income or 
loss and separately stated items. 

Income or loss is reported to partners on Schedule K-1. 
Ordinary income is calculated as for a Schedule C business. 
Guaranteed payments are an expense to the partnership. 
The § 179 depreciation expense deduction must be 
separately stated. 


Partner health insurance premiums are treated as a 
guaranteed payment. 


Separately stated items are income or expense items that 
may be treated differently at the partner level. 

Examples of separately stated items include interest, capital 
gains, charitable contributions, and self-employment 
income. 


In general, partner basis is equal to the basis of property 
contributed, plus or minus income or loss, plus or minus 
separately stated items, plus partner share of liabilities. 


In general, no gain or loss is recorded on a nonliquidating 
distribution. 

Distributions reduce basis. 

Partner basis of property received generally equals the 
partnership basis. 


Generally no gain or loss occurs on partnership liquidation. 
Exceptions exist if amount in liquidation is less than basis 
and the distribution is only cash, receivables, or inventory. 


Sale of partnership interest is sale of a capital asset. 
If a partnership holds appreciated inventory or accounts 
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receivable, part of the gain may be ordinary. 
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Discussion Questions 


All applicable discussion questions are available with Connect® 


LO 14-1 1. 


LO 14-1 2. 


LO 14-1 3. 


LO 14-1 4. 


LO 14-1 5. 


Discuss the formation of a partnership. Is any gain or loss 
recognized? Explain. 


What entity forms are considered partnerships for federal income 
tax purposes? 


How do taxation for the corporate form and taxation for the 
partnership form differ? 


What is the concept of basis? In your discussion, differentiate 
between outside basis and inside basis. 


Elaborate on the term basis-in, basis-out. What does that phrase 
mean in the context of a partnership formation? 
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LO 14-1 6. How can two partners, each with a 50% interest in a partnership, 
have different amounts of outside basis at the formation of a 
partnership? Shouldn’t the two partners contribute the same amount 
to have the same interest? 


LO 14-1 7. When a partnership receives an asset from a partner, does the 
partnership ever recognize a gain? What is the basis of the asset in 
the hands of the partnership after contribution? 


LO 14-1 8. Discuss the concept of steps into the shoes. Does this concept 
pertain to the partnership, the partners, or both? 


LO 14-1 9. Why would smaller partnerships (and other businesses for that 
matter) use only the tax basis of accounting, which does not follow 
GAAP? 
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LO 14-210. How is depreciation calculated by the partnership when a partner 
contributes a business asset? 


1034 


LO 14-211. 


LO 14-212. 


LO 14-213. 


LO 14-214. 


LO 14-315. 


LO 14-316. 


Discuss the concepts of ordinary income and separately stated 
items concerning partnerships. When must a partnership item of 
income or loss be separately stated, and why? 


Can a partner have a salary from a partnership? Why? What is a 
guaranteed payment? 


Are guaranteed payments treated as ordinary items or as separately 
stated items? 


Is the § 179 expense deduction allowed for partnerships? If so, is § 
179 an ordinary income item or a separately stated item? Why? 


If a partner owns a 20% interest, does that necessarily mean that he 
or she will receive 20% of the net income from the partnership? 
Explain. 


Is partnership income considered self-employment income? If so, 
how is it calculated? 
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LO 14-317. 


LO 14-418. 


LO 14-419. 


LO 14-420. 


LO 14-521. 


LO 14-522. 


Why must some income and gain items be separately stated in a 
partnership? 


Explain why nontaxable income and nondeductible expenses 
increase or reduce outside basis. 


When is it mandatory that a partner calculate his or her partner 
interest basis (outside basis)? What items affect the outside basis of 
a partner? 
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How does a partner’s share of partnership liabilities affect his or her 
outside basis? 


The general rule is that partners do not recognize any gain when 
they receive a distribution. In what circumstances might a partner 
recognize a gain on a current distribution? 


Define precontribution gain. What causes a partner to recognize it? 


1036 


LO 14-523. Describe the rules concerning the basis of property distributed to a 
partner. How does the concept of basis-in, basis-out apply to 
partnership distributions? 


LO 14-624. How can a partnership interest be disposed of? Which disposal 
method is more likely to produce a gain or loss? How is the gain or 
loss calculated? 


LO 14-625. How is the outside basis of a partner allocated to assets in a 
liquidation of the partnership interest? Include in your answer the 
effects of distributing cash, ordinary assets, § 1231 assets, and 
capital assets. 


Multiple-Choice Questions 


All applicable multiple-choice questions are available with Connect? 


LO 14-126. Carmin performs services in exchange for a 25% interest in Real 
Estate Rental Partnership. The services were worth $15,000. The 
tax implications to Carmin are 


a. No taxable income and a partnership interest with a basis of $0. 
b. No taxable income and a partnership interest with a basis of $15,000. 


$15,000 of taxable income and a partnership interest with a basis of $0. 


a 


d. $15,000 of taxable income and a partnership interest with a basis of 
$15,000. 
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LO 14-127. Billy contributes land with an FMV of $7,000 and a basis of $3,000 
to ABCD Partnership in return for a 5% partnership interest in the 
partnership. Billy’s basis in the partnership 


a. Is $0. 
b. Is $3,000. 
Is $7,000. 


Cannot be determined. 


a nN 


LO 14-128. Billy contributes land with an FMV of $7,000 and a basis of $3,000 
to ABCD Partnership in return for a 5% partnership interest in the 
partnership. ABCD’s basis in the land 


a. Is $0. 
b. Is $3,000. 
Is $7,000. 


Cannot be determined. 


a N 


LO 14-129. Jake has a Schedule C with the following assets: 


Basis FMV 
Cash $ 4,500 $ 4,500 
Accounts —0— 10,000 
receivable (A / 
R) 
Building 95,000 155,000 


Jake contributes these assets to form AJ Partnership and receives a 50% 
interest. His basis in the partnership interest is 


a. $0. 

b. $99,500. 
. $159,500. 
. $169,500. 


a an 


LO 14-130. Jake has a Schedule C with the following assets: 


Basis FMV 
Cash $ 4,500 $ 4,500 
Accounts —0— 10,000 


receivable 
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(A/R) 
Building 95,000 155,000 


Jake contributes these assets to form AJ Partnership and receives a 50% 
interest. AJ’s basis in the assets is 


Cash $4,500; A/R $0; building $155,000. 
Cash $4,500; A/R $10,000; building $155,000. 


a. 
b. 
c. Cash $4,500; A/R $0; building $95,000. 
d. 


Cash $4,500; A/R $10,000; building $95,000. 


LO 14-131. Allie contributed the following business assets to ASW Partnership 
on August 1, 2017: 
Basis FMV Date Purchased by Allie 
Building $175,000 $300,000 07/01/04 
Inventory 50,000 100,000 05/08/14 
What is the holding period for the building and the inventory to ASW 
Partnership? 
a. Building—long-term capital or § 1231 asset. 
b. Building—short-term ordinary asset. 
c. Inventory—short-term ordinary asset. 
d. Botha andc. 
page 14-36 
LO 14-132. Shelly contributed the following business assets to S&S Partnership 
on March 3, 2017: 
Basis FMV Date Purchased by Shelly 
Equipment $75,000 $ 45,000 07/01/16 
Accounts receivable —0- 100,000 Various 


a a SA 


LO 14-233. 


What is the basis in the equipment and the accounts receivable to S&S? 
Equipment $0; accounts receivable $0. 
Equipment $75,000; accounts receivable $0. 
Equipment $45,000; accounts receivable $0. 
Equipment $45,000; accounts receivable $100,000. 


Which of the following is considered when calculating ordinary 
income to a partnership? 


Dividend income. 
. 8 179 expense. 
Guaranteed payments to partners. 


Capital gains and losses. 
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LO 14-234. Styron is a partner in Styron, Lee, & Jane Partnership. Styron 
owned 25% from January 1, 2017, to June 30, 2017, when he 
bought Lee’s 25% interest. He owned 50% for the rest of the year. 
The partnership had ordinary income of $88,000 and $12,000 in 
long-term capital gains. Barring any special allocations in a 
partnership agreement, Styron’s share of ordinary income for the 
year is 


a. $11,000. 
b. $33,000. 
c. $88,000. 
d. $100,000. 


LO 14-335. All of the following are considered separately stated items to a 
partnership except 


a. Charitable contributions. 
b. § 179 expense. 
c. Depreciation. 


d. Capital gains and losses. 


LO 14-336. Which of the following items from a partnership go into the 
calculation of a partner’s self-employment income? 


a. Rental income. 
b. Dividend income. 
c. Interest income. 


d. 8 179 expense. 


LO 14-337. A partner’s share of ordinary income or loss and separately stated 
items is reported to the partner via what form? 


a. Form 1065. 

b. Form 1040, Schedule SE. 

c. Form 1065, Schedule K-1. 

d. Form 1065, Schedule D. 
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LO 14-338. Retish is a 10% partner in a partnership. The partnership pays 
Retish a guaranteed payment of $45,000 per year. If the 
partnership’s ordinary income is $38,000 before considering the 
guaranteed payment, the partnership will report ordinary income of 
how much? 


a. ($7,000). 
b. $0. 
c. $33,500. 
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d. $38,000. 


LO 14-439. The calculation of a partner’s basis in his or her partnership interest 
is mandatory in which of the following situations? 


a. Ina partnership loss year. 

b. At the liquidation or disposition of a partner’s interest. 
c. When the partner receives nonliquidating distributions. 
d. All of the above. 


LO 14-440. Maggie and Davis are equal partners in a partnership. When 
forming the partnership, Davis contributed a building with an FMV 
of $550,000 and a basis of $175,000. During the first year of 
operations, the partnership earned $170,000 in ordinary income and 
tax-exempt interest of $2,500. Assuming no special allocations, 
Davis’s basis in the partnership interest at the end of the year is 


a. $175,000. 
b. $261,250. 
c. $345,600. 
d. $347,500. 


LO 14-441. All of the following items usually affect the basis of a partnership 
interest except 


a. Cash or property contributed. 
b. Guaranteed payments. 
c. Partnership income or loss items. 


d. A partner’s share of recourse liabilities. 


LO 14-442. Partner Beth has a basis of $10,000 in a partnership at the beginning 
of the year. She receives $6,000 in cash distributions, her 
distributive share of income is $5,000, and she receives a land 
distribution with a basis of $8,000 (FMV $20,000). What is Beth’s 
partnership interest basis at the end of the year? 

a. $0. 
b. $1,000. 
c. $9,000. 


d. $10,000. 


LO 14-543. Molly, a 30% partner in XYZ Partnership, has a basis of $55,000 in 
her partnership interest. She receives a cash distribution of $54,000 
at year-end. The distribution has what tax effect on Molly? 


a. No gain or loss is recognized, and she has a $55,000 basis in her 
partnership interest. 
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b. No gain or loss is recognized, and she has a $1,000 basis in her 


partnership interest. 


c. She has a recognized gain of $37,500 and a basis of $0 in her partnership 


interest. 


d. She has a recognized gain of $55,000 and a basis of $0 in her partnership 


interest. 
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LO 14-544. A partner recognizes a gain on a current distribution in which of the 


a. 


following situations? 


When a partner receives a property distribution with a basis in excess of 
his or her basis. 


When money or marketable securities are distributed in excess of the 
partner’s basis. 


When the current distribution triggers a precontribution gain. 
Both b and c. 


LO 14-545. Katlin contributes land to a partnership with a basis of $44,000 and 


an FMV of $56,000 in 2015. In 2017, when the FMV of the land is 
$58,000, the partnership distributes the land to Baily, another 
partner. Which of the following is true? 


a. Katlin recognizes no gain or loss. 

b. Baily recognizes a gain of $14,000. 

c. Katlin recognizes a gain of $12,000. 

d. Baily has a basis of $58,000 in the land. 


LO 14-646. All of the following statements are correct concerning liquidating 


distributions of a partnership except 


a. A loss can never be recognized. 


b. A distribution of money in excess of basis causes a gain to be recognized. 


Basis in a property distribution is allocated essentially the same as in a 
nonliquidating distribution. 


Generally no gain or loss is recognized when the liquidating distribution 
consists only of property. 


LO 14-647. On November 1, Ashton sells her interest in XYZ Partnership to 


Wayne for $200,000 cash and a release of liability of $30,000. 
Ashton’s basis at the beginning of the year was $125,000 (including 
the $30,000 of liability). Ashton’s share of income through 
November 1 was $45,000, and she received a $15,000 cash 
distribution earlier in the year. What are the tax consequences to 
Ashton of the sale of her partnership interest? 


a. $0 tax effect. 
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b. $45,000 capital gain. 
c. $75,000 capital gain. 
d. $105,000 capital gain. 


Problems 


All applicable problems are available with Connect? 


LO 14-148. Denise contributes the following assets to a partnership in exchange 
for a 25% partnership interest: 


FMV Basis 
Cash $20,000 $20,000 
Office 12,000 5,000 
equipment 
Auto 20,000 6,000 


What is Denise”s beginning basis in her partnership interest? 
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LO 14-149. On June 1 of the current year, Patti contributes equipment with a 
$45,000 basis and a $35,000 FMV in exchange for a partnership 
interest. She purchased the equipment three years ago. 


What is Patti’s basis in her partnership interest? 


a. 
b. What is Patti’s holding period of her partnership interest? 


a 


What is the basis of the equipment in the hands of the partnership? 


d. What is the holding period of the equipment in the hands of the 
partnership? 


e. How will the partnership depreciate the equipment in the year of 
contribution? 
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LO 14-1, 14-50. Dennis, Suzy, and Katherine form a partnership. Dennis and Suzy 
4 give equipment and a building, respectively. Katherine agrees to 
perform all of the accounting and office work in exchange for a 

10% interest. 


FMV Basis Partnership Percentage 
Dennis's equipment $100,000 $10,000 45% 
Suzy's building 100,000 45,000 45 
Katherine's services -0- -0- 10 


a. Do any of the partners recognize any gain? If so, how much and why? 
b. What is the basis for each partner in his or her partnership interest? 


c. What is the basis to the partnership of each asset? 


LO 14-1, 14-51. Moe, Johnny, and Raymond form a partnership and contribute the 
4 following assets: 


FMV Basis Partnership Percentage 
Moe's inventory $ 50,000 $10,000 33.3% 
Johnny's building 110,000 80,000 33.3 
Raymond's cash 50,000 50,000 33.3 


Johnny’s building has a mortgage of $60,000, which the partnership 
assumes. 


Do any of the partners recognize any gain? If so, how much and why? 
What is the basis for each partner in his partnership interest? 


What is the basis to the partnership in each asset? 


a a SA 


How would your answer change with respect to Johnny if the basis in the 
building were $45,000? 
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LO 14-252. Barry and Kurt are equal partners in the BK Partnership. Barry 
receives a guaranteed payment of $55,000. In addition to the 
guaranteed payment, Barry withdraws $10,000 from the 
partnership. The partnership has $24,000 in ordinary income during 
the year. 

a. How much income must Barry report from BK Partnership? 


b. What is the effect of the distribution on Barry’s partnership basis? 


LO 14-253. Kerry is a partner in the Kerry, Davis, Smith & Jones Partnership. 
Kerry owned 25% from January 1, 2017, to June 30, 2017, when he 
bought Jones’s 25% interest. He owned 50% for the rest of the year. 
The partnership had ordinary income of $146,000 and $15,000 in 
long-term capital gains. Barring any special allocations in a 
partnership agreement, what is Kerry’s share of income? 


LO 14-2, 14-54. Wade has a beginning basis in a partnership of $23,000. His share 
3 of income and expense from the partnership consists of the 
following amounts: 


Ordinary income $43,000 
Guaranteed payment 12,000 
Long-term capital gain 15,500 
§ 1231 gain 4,300 
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Charitable 2,000 


contributions 
8 179 expense 18,000 
Cash distribution 6,000 


a. What is Wade’s self-employment income? 


b. Calculate Wade’s basis at the end of the year. 


LO 14-2, 14-55. Bryan and Gayle are equal partners in BG Partnership. The 
3 partnership reports the following items of income and expense: 


Ordinary income from $13,000 


operations 

Interest income 5,000 
Long-term capital 23,000 
gains 

§ 179 expense 55,000 
Charitable 3,000 
contributions 
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a. Which of these items are considered separately stated items? On what 
form will these items be reported to the partners? 


b. Where will these amounts be reported by the partners? 


LO 14-4, 14-56. Kim has a basis in her partnership interest of $12,000 when she 
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5 receives a distribution from the partnership of $6,000 cash and 
equipment with a basis of $8,000 ($12,000 FMV). 


a. How much gain or loss must Kim recognize on the distribution? 
b. What is Kim’s ending partnership basis? 


c. What is Kim’s basis in the equipment? 


LO 14-4, 14-57. Zach contributed land with an FMV of $25,000 and a basis of 
5 $14,000 to a partnership on April 5, 2011. On June 6, 2017, the 
partnership distributed the land to Art, a partner in the same 

partnership. At distribution, the land had an FMV of $29,000. 


a. What is the effect of the distribution to Zach, if any? 
b. What is the effect of the distribution to Art? 


LO 14-558. Roberto has a basis of $6,000 in a partnership at the beginning of 
the year. He receives $7,000 in cash distributions, his distributive 
share of income is $3,500, and he receives a land distribution with a 
basis of $6,000 (FMV $12,000). 


a. Is Roberto required to recognize any gain? If so, how much is the gain? 
b. What is Roberto’s basis in the land? 


c. What is Roberto’s ending basis in his partnership interest? 
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LO 14-559. Rhonda has a basis of $8,000 in a partnership at the beginning of 
the year. She receives $12,000 in cash distributions, and her 
distributive share of income is $2,500. 


a. Is Rhonda required to recognize any gain? If so, how much? 


b. What is Rhonda’s ending basis in her partnership interest? 


LO 14-660. Rebecca has a $40,000 basis in her partnership interest when she 
receives liquidating distributions from the partnership. She receives 
cash of $24,000 and equipment with a $12,000 basis to the 
partnership. What are the tax consequences of the liquidating 
distributions to Rebecca? 


LO 14-661. Calvin purchased a 40% partnership interest for $43,000 in 
February 2015. His share of partnership income in 2015 was 
$22,000, in 2016 was $25,000, and in 2017 was $12,000. He made 
no additional contributions to or withdrawals from the partnership. 
On December 18, 2017, Calvin sold his partnership interest for 
$103,000. What is his gain or loss on the sale of his partnership 
interest? 
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Tax Return Problems 
All applicable tax return problems are available with Connect® 


Tax Return Problem 1 


Paul and Wayne equally own PW Partnership. Paul’s basis was $30,000 
and Wayne’s basis was $22,000 at the beginning of the year. PW 
Partnership had the following income and expense items: 


Sales $330,000 
Cost of goods sold 220,000 
Guaranteed payment to Paul 40,000 
Rent expense 24,000 
Depreciation 33,000 
Interest expense 4,000 
Tax-exempt income 3,000 
Health insurance premiums for Paul 3,600 
Health insurance premiums for 3,600 
Wayne 
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>repare page 1 and page 4 of Form 1065—ordinary income and separately 
stated items for the partnership. 

Salculate Paul's basis in his partnership interest. 


calculate Wayne’s basis in his partnership interest. 


Tax Return Problem 2 


Phil Williams and Liz Johnson are 60% and 40% partners, respectively, in 
Williams & Johnson Partnership. Their beginning basis is $33,000 for Phil 
and $31,000 for Liz. The partnership had the following activity during the 
year: 
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Income $336,123 


Interest income 1,259 
Dividend income (qualified) 4,586 
Long-term capital gains 13,458 
Total revenue $355,426 
Expenses 
Salaries and wages (nonpartners) $ 47,000 
Guaranteed payments 
Williams 75,000 
Johnson 50,000 
Depreciation (MACRS—includes $9,000 § 179 41,888 
expense) 
Interest expense 5,220 
Taxes and licenses 15,548 
Meals and entertainment (100%) 15,257 
Auto 5,254 
Insurance (nonpartner health) 6,000 
Accounting and legal 2,800 
Repairs 1,200 
Charitable contributions 2,500 
Payroll penalties 500 
Total expenses $268,167 
Net income $ 87,259 


Calculate the ordinary income for the partnership and prepare page 1 of 
“orm 1065. 


>repare page 4 of Form 1065. 
What is the ending basis for Phil Williams? 
What is the ending basis for Liz Johnson? 


We have provided selected filled-in source documents that are available in 
Connect. 


1 IRC § 721. 
2 IRC § 722. 
3 IRC 8 723. 
4 IRC $ 1223. 


> If a mixture of capital assets and ordinary assets is contributed to a partnership, the holding period of the 
partnership interest should be fragmented into interests with different holding periods. This is an issue only when 
the partnership interest is disposed of within a year of contribution. See Aliber v. Commissioner for more 
information [52 TCM 1316 (1987)]. 


6 The inventory maintains its inventory characteristic (ordinary income property) for five years even if the 
partnership does not hold it out for sale to customers; see IRC § 724(b). 


7 Reg. § 1.721-1(b). 


8 IRC § 752. The term money contribution is used in place of cash contribution because the partner is not actually 
contributing cash but is assuming a liability. However, the effect on basis is the same. 


9 IRC § 731. 
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10 IRC 8 707(c). 


11 This is not always the case. One of the benefits of the partnership form is flexibility in the allocations. 
Allocations are based on the partnership agreement, and as long as the agreement has substantial economic effect, 
the allocations can vary. Substantial economic effect basically means that tax minimization is not the only reason 
for the allocation. Complete coverage of substantial economic effect is beyond the scope of this text. 


12 Rental of real estate may be included in self-employment income if the property is held for sale to customers in 
the course of a trade or business as a real estate dealer or if the rental income is for rentals for which service is 
rendered to the occupants (such as a bed and breakfast). 


13 IRC 8 705(a). 


14 One instance in which this is not the case occurs when a partner receives a capital interest for services to the 
partnership. Income is recognized as a guaranteed payment but no cash payment is made. The partner’s basis is 
increased in this instance. 


15 IRC 8 731. 

16 Remember that money in this case refers to cash distributions and the release of liabilities. 
17 IRC § 737. 

18 IRC § 741. 

19 See IRC § 732(a) for the basis and IRC § 735(b) for the holding period. 

20 This is assuming there is no triggered precontribution gain. 


21 Of course, a partnership interest could be disposed of through inheritance or by gift, but these disposals have 
limited income tax effects to the partner. There may be estate tax issues or gift tax considerations, but these are 
beyond the scope of this text. 


22 Reg. § 1.732-1(c). 
23 IRC § 751. 


= Typically a cash basis partnership will have a zero basis in accounts receivable because income is not recognized 
until the partnership collects the cash. 
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Chapter Fifteen 


Corporate Taxation 


One legal form under which a business can operate is the corporate form. 
From a tax perspective, a corporation can be a C corporation or an S 
corporation, both designations derived from the applicable Internal 
Revenue Code (IRC) subsection. In this chapter, we introduce the tax rules 
associated with both corporate forms. 


Learning Objectives 


When you complete this chapter, you should understand the following 
learning objectives (LO): 


LO 15-1 Describe corporate formation and filing requirements. 
LO 15-2 Calculate corporate and shareholder basis. 

LO 15-3 Determine corporate taxable income and tax liability. 
LO 15-4 Explain the tax rules for transactions with shareholders. 
LO 15-5 Prepare Schedules L, M-1, and M-3. 

LO 15-6 Discuss other corporate issues. 


LO 15-7 Know the rules for tax treatment of Subchapter S corporations. 


INTRODUCTION 


Businesses can choose to operate using a number of different legal 
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structures, the most common of which are sole proprietorships, 
partnerships, regular corporations (called C corporations), and Subchapter 
S corporations. The C and S designations come from Subchapter C and 
Subchapter S of the Internal Revenue Code, where much of the tax law 
pertaining to these two entities is found. 

The tax treatment of each of these structures differs, sometimes 
markedly so. We discussed sole proprietorships in Chapter 6 and 
partnerships in Chapter 14. In this chapter, we discuss C corporations and 
S corporations. In short, C corporations are taxed as a separate legal entity, 
and S corporations are taxed in a manner similar to a partnership. 


CORPORATE FORMATION AND FILING 
REQUIREMENTS 
LO 15-1 


Organization 


An individual or group of individuals can choose to operate a business as a 
corporation, which is a legal entity. Although rules vary slightly from state 
to state, the general procedure is as follows. First, the individual(s) or other 
entities that form the corporation (called the incorporators) file articles of 
incorporation and bylaws with the appropriate agency in the state in which 
they want to become incorporated. Generally the appropriate state agency 
is the Secretary of State, the Corporation Commission, or something 
similar. The state agency then issues to the corporation a charter or 
comparable document indicating that the corporate entity exists and that it 
can operate in accordance with its corporate documents. 
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After incorporation, states require corporations to file an annual report 
and pay a fee. This report and fee indicate to the state that the corporation 
remains active. When corporations decide to terminate their activities, 
many states require the corporation to file a notification. 


Large C corporations must use the accrual basis of accounting.! 
Corporations with average annual gross receipts of $5 million or less can 
use the cash basis. Corporations that maintain inventory for sale to 
customers must use the accrual method of accounting at least for their 
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sales and cost of goods sold.” Corporations must choose their method of 
accounting when they file their first return. If the corporation wishes to 
change its method of accounting subsequent to its first year of operation, it 
must file for permission to make the change. 

C corporations can choose an accounting period when they file their 
first tax return without approval of the IRS. Often newly formed 
corporations do not give much thought to an appropriate fiscal year-end. 
Corporations should consider a fiscal year-end that occurs during a time of 
the year other than their busiest time. For example, the fiscal year of many 
retailers ends on January 31. Disney’s fiscal year-end is September 30, 
right after its busy summer season. 


Filing Requirements 


Corporations must file an annual Form 1120 (see Exhibit 15-1).° Filing is 
required even if the corporation did not have taxable income. 

Beginning in 2016, the due date for corporate tax returns depends on 
the fiscal year of the corporation. For corporations operating a fiscal year 
that ends on June 30, the return is due on September 15, which is the 15th 
day of the third month after year end. A seven-month extension is 
permitted from that date (to April 15) for a maximum period of 10.5 
months.4 

For all other corporations, the initial filing date is the 15th day of the 
fourth month after the fiscal year end. So, for example, a calendar year 
corporate return is due on April 15 and a corporation with a fiscal year that 
ends on February 28 is required to file by June 15. A six-month extension 
is allowed from the original due date (for a total of 10.5 months). 


CONCEPT CHECK 15-1— LO 15-1 


|. A corporation can use either the cash or accrual method of accounting. 
True or false? 


?. Corporate tax returns are due if no extension is requested. 


3. The tax year of a corporation must end on December 31. True or false? 
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BASIS 
LO 15-2 


As we noted when discussing partnership taxation in Chapter 14, basis 
involves two critical issues: (1) the basis of the ownership interest (stock in 
the case of a corporation) in the hands of the owner and (2) the basis to the 
corporation of property exchanged for the ownership interest. 

When a corporation is formed, individuals purchase or otherwise 
acquire stock in the entity. The stock acquisition is, in effect, an exchange 
of cash or property for stock and can be a taxable transaction. If the 
transferors (that is, the shareholders who are forming the corporation) 
control 80% or more of the corporation immediately after the exchange, 
the exchange is generally tax-free.” 
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OMB No. 1545-0123 
rom 1 1 20 FREUEN. bu. nern RR Zen 20 201 7 


> Go to www.irs.gov/Form1120 for instructions and the latest information 


AA i EEE 
Number, street, and room or suite no. If a P.O. box, see instructions. C Date incorporated 


ddress change 
b A, $ r Lf 
ine Subtract line 1b fromiine 1a , | te | 
2 chika | A 
3 BI g | 
4 BE | 
E : kd el 
6 rep | 
7 =| 1 
8 i | O ü 
9 fo] o | 
10 
11 € 
“> 12 od ia I ean TEN 
13 Salaries and wages (less employment credits) s 
14 Repairs and maintenance [a] | 
15 Bad debts . jis] | 
g|16 Rents... . (e| 
17 Taxes and licenses ar | 
18 Interest KV IONES 
19 Charitable contributions . aa | 
£| 20 AAN on Fam 1125A cv sleswharé on rehim Qilheth Forh 4500 [zæ] | 
| 21 Depletion . wise Bk « [a] | 
23 Pension, profit-sharing, etc., plans EM eee 
24 Employee benefit programs ; pa | | 
25 Dereito production activites Acer (attach Form 8903) . 23] | 
$| 29 Other deductions (attach statemen > > © 2 2 00 al | 
27 Total deductions. Add lines 12through26 . . . ar | 
E 28 Taxable income before net operating loss deduction and special deductions. Subtract line 27 from line 11. |2] | 
29a Net operating loss deduction (see instructions) . 
3 b Special deductions (Schedule C, line 20) . 
c Add lines 29a and 29b 


30 Taxable income. Subtract line 296 from line 28. Seo elections: 
31 Total tax (Schedule J, Part I, line 11) . E 

32 Total payments and refundable credits (Schedule J, Par, ‘tine 21). DEE ER 

33 Estimated tax penalty. See instructions. Check if Form 2220 is attached . . . . . . . . »>» Ofa] | 
34 e 

35 

36 


Amount owed. If line 32 is smaller than the total of lines 31 and 33, enter amount owed 
Overpayment. If line 32 is larger than the total of lines 31 and 33, enter amount overpaid 


Under penalties of perjury, | declare that | have examined this return, including accompanying schedules and statements, and to the best of my knowledge and belief, it is true, correct, 


Si n and complete. Deciaration of preparer (other than taxpayer} is based on all information of which preparer has any 
g May the IRS discuss this return 
Here a > with the preparer shown below? 
See instructions. Yes| ¡No 
Sos ol Oo Title — O 


i a EN 0 
i 


Use peg sd Why [Eme name BS Firm's EIN > 
Firm's address > Phone no. 


For Paperwork Reduction Act Notice, see separate instructions. Cat. No. 114500 Form 1120 (2017) 
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Form 1120 (2017) Page 2 


SAULU Dividends and Special Deductions (see instructions) (a) Dividends (c) Special deductions 
received (a) x (b) 
1 Dividends from less-than-20%-owned domestic corporations (other than debt-financed | A e 
stock) => 2 5 we ss ; i a 
2 Dividends from 20%-or-more-owned domestic pool (other than debt-financed ee | 


stock) 
3 Dividends o j FTA SO = 
4 Dividends o 0%-own ublic utili Y | a 
5 Divid on certain preferred stock of 20%-or-more-owned public 


7 Dividends from 20%-or-mo ed foreign corporations and certain FSCs 


8 Dividends from subsidi 
9 Total. Add lin ction: 
10 Dividends froi stic jons ri busin 


company operating under the Small Business eh a of 1958 


invest 


11 Dividends from affiliated group members . 

12 Dividends from certain FSCs 

13 Dividends from foreign corporations not included on line 3, 6, 7, 8, 11, or 12 

14 Income from controlled foreign corporations under subpart F (attach Form(s) 5471) 

15 Foreign dividend gross-up 

16  IC-DISC and former DISC dividends not included on line 1, 2, or 3 

17 Other dividends 

18 Deduction for dividends paid on certain preferred stock of public utilities 

19 Total dividends. Add lines 1 through 17. Enter here and on page 1, line4 . . . >» 


20 _ Total special deductions. Add lines 9, 10, 11, 12, and 18. Enter here and on page 1, line 29b _. 


Form 1120 (2017) 
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Form 1120 (2017) Page 3 


o eee E S 


Schedule K Other Information (see instructions 


1 

2 
a 
b 
c 


Tax Com n and see instructions) 


Income tax. Check if a qualified personal service corporation. See instructions . 
Alternative minimum tax (attach Form 4626) . 
Add lines 2 and 3 . 


Bond credits from Form 8912 
Total . ad ines Sa trough Se 
Sul 


Recapture of low-income 


Interest due under the look-back method— campie md ae contracts “= 


Other (see instructions—attach statement) 

Total. Add lines 9a through 9f . . 

Total tax. Add lines 7, 8, and 10. a age 
ts and Refundable Credits 

2016 overpayment credited to 2017 

2017 estimated tax payments . . . 

2017 refund applied for on Form 4466 . 

Combine lines 12, 13, and 14 

Tax deposited with Form 7004 . 

Withholding (see instructions) 

Total payments. Add lines 15, 16, and 17 

Refundable credits from: 

Form 2439 . 

Form 4136 . 

Form 8827, line 8c ‘ 

Other (attach statement—see inetructione). 

Total credits. Add lines 19a through 19d . > cn 

Total pay ts and credits. Add lines 18 and 20. Elder have andan pe ei line 32 . 


1, line 31_. 


Check accounting method: a [_] Cash b [J Accrual c [] Other (specify) > 
See the instructions and enter the: 

Business activity code no. > 

Business activity > 


Is the corporation a subsidiary in an affiliated group or a parent-subsidiary controlled group? 
It “Yes,” enter name and EIN of the parent corporation > 


At the end of the tax year: 


Did any foreign or domestic corporation, partnership (including any entity treated as a partnership), trust, or tax-exempt 
organization own directly 20% or more, or own, directly or indirectly, 50% or more of the total voting power of all classes of the 


corporation's stock entitled to vote? If “Yes,” complete Part | of Schedule G (Form 1120) (attach Schedule G). . . . . | | 
Did any individual or estate own directly 20% or more, or own, directly or indirectly, 50% or more of the total voting power of all 
classes of the corporation's stock entitled to vote? If “Yes,” complete Part Il of Schedule G (Form 1120) (attach Schedule G) . | | 


Form 1120 (2017) 
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Form 1120 (2017) 


Schedule 


12 


13 


18 


19 


K Other Information (continued from page 3, 


At the end of the tax year, did the corporation: 


Own directly 20% or more, or own, directly or indirectly, 50% or more of the total voting power of all classes of stock entitled to vote of 
any foreign or domestic corporation not included on Form 851, Affiliations Schedule? For rules of constructive ownership, see instructions. 


mio mi My | 
Cia 7 
Ji LAII l AD NIN 
a epee 
AUCLUS' 22 2074 


During this tax year, O EEE 
excess of the corporation's current and accumulated earnings and profits? See sections 301 and 316 . 

If “Yes,” file Form 5452, Corporate Report of Nondividend Distributions. See the instructions for Form 5452. 

If this is a consolidated return, answer here for the parent corporation and on Form 851 for each subsidiary. 

At any time during the tax year, did one foreign person own, directly or indirectly, at least 25% of the total voting power of all 
classes of the corporation's stock entitled to vote or at least 25% of the total value of all classes of the corporation's stock? 

For rules of attribution, see section 318. If “Yes,” enter: 

(a) Percentage owned > and (b) Owner's country > 


(c) The corporation may have to file Form 5472, Information Return of a 25% Foreign-Owned U.S. Corporation or a Foreign 
Check this box if the corporation issued publicly offered debt instruments with original issue discount - Cea 2. PO. 
If checked, the corporation may have to file Form 8281, Information Return for Publicly Offered Original Issue Discount Instruments. 
Enter the amount of tax-exempt interest received or accrued during the tax year PS 
Enter the number of shareholders at the end of the tax year (if 100 or fewer) > 


If the corporation has an NOL for the tax year and is electing to forego the carryback period, check here . . . . . PL] 
If the corporation is filing a consolidated return, the statement required by Regulations section 1.1502-21(b)(3) must be attached 
or the election will not be valid. 

A EA OR 

1, line 29a). . . . OTOR a 


ar e corporation's recta (page 1 In 1a, plus inas 4 tough 10 tor tne tax year and ns ttai assis at eend al U the 
If "Yes," a era EAT and M-2. instead, enter the total amount of cash distributions 
and the book value of property distributions (other than cash) made during the tax year PS ~y ~—OůO_a a 
Is the corporation required to file Schedule UTP (Form 1120), Uncertain Tax Position Statement? See instructions 

if “Yes,” complete and attach Schedule UTP. 

Did the corporation make any payments in 2017 that would require it to file Form(s) 1099? 

It “Yes,” did or will the corporation file required Forms 10997 . 2 

lin His leet AAA Koh dia TR ot TREE 
During or subsequent to this tax year, but before the filing of this return, did the corporation dispose of more than 65% (by value) 
of its assets in a taxable, non-taxable, or tax deferred transaction? 5 

Did the corporation recae assets in a section 35 str which any oe vanslerrod assets had a fair market basis or tai 
market value of more than $1 million? . 

During the corporation's tax year, did the corporation make any payments that would require it to fle Forms 1042 and 1042-5 
under chapter 3 (sections 1441 through 1464) or chapter 4 (sections 1471 through 1474) of the Code? . an Me 
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Page 4 
| Yes | No 


Percentage 
a 


Form 1120 (2017) Page 5 


Schedule ii Balance Sheets per Books _ Beginning of tax year End of tax year 
1 Cash _ 


2a Trade notes and accounts receivable . 
b Less allowance for bad debts 


u 
Be 


ð 
p 
í 
Be mt 


u 


17 u ran, A gsi lali lar 
18 Other current liabilities (attach statement) . 
19 Loans from shareholders. . . 
20 Mortgages, notes, bonds payable In $ year or moro 
21 Other liabilities (attach statement) . 
22 = Capital stock: a Preferred stock . 

b Common stock . 
23 Additional paid-in capital. . . 
24 Retained earnings — AAN 
25 Retainedeamings—Unappropriated . . . 
26 Adjustments to shareholders’ equity (attach statement) 
27 Less cost of treasury stock . Do $ 
28 
Sc 


Total liabilities and shareholders’ equity ss 
LTE Reconciliation of Income (Loss) per Books With Income per Return 
Note: The corporation may be required to file Schedule M-3. See instructions. 
1 Net income (loss) per books . | 7 Income recorded on books this year 
2 Federal income tax per books . not included on this return (itemize): 
3 Bones of capital coses over capital gains 
4 Income subject to tax not recorded on books 


Deductions on this return not charged 
against book income this year (itemize): 


5 Expenses recorded on books this year not 
deducted on this return (itemize): 


a Depreciation . . . . $ 


Addlines7and8. . . 
Add lines 1 through 5... . Po Income (page 1, line 28)—line 6 less line 9 


6 
A TEEN DZ Analysis of Unappropriate 
1 Balance at beginning of year 

2 

3 


4 Addlines1,2,and3 . 
Form 1120 (2017) 


EXHIBIT 15-1 


Source: U.S. Department of the Treasury, Internal Revenue Service, Form 1120. Washington, DC: 2017. 
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EXAMPLE 15-1 


Marty and Sara decide to form Boone Company. Marty transfers $1,000 
cash in exchange for 100 shares of stock, and Sara transfers a bond with a 
fair market value (FMV) of $1,000 (basis of $800) for 100 shares. They are 
the only two shareholders of Boone Company. Because they control 80% or 
more of Boone immediately after the exchange, the transaction is tax-free. 


Even when the 80% rule is met, a stockholder could be required to 
recognize a gain in two cases. The first is when the individual transfers 
property subject to a liability and the relief of liability is greater than the 
transferor’s basis in the property. The gain is equal to the excess of 
liability over basis. 


EXAMPLE 15-2 


Gina transfers an apartment building to GGG Company in exchange for all 
of the stock in the company. The building has a basis of $100,000, an FMV 
of $500,000, and debt (assumed by the company) of $300,000. Even though 
Gina controls more than 80% of the company immediately after the 
exchange, the transaction is taxable because she has debt relief in excess of 
basis. She has a gain of $200,000 (relief of debt of $300,000 minus building 
basis of $100,000). 


The second case involves an individual who contributes cash or 
property and receives, in return, stock plus other cash or property (this 
extra cash or property is called boot, discussed in an earlier chapter). In 
this case, the taxable gain is the lower of the FMV of the property received 
or the realized gain (the FMV of property contributed less the tax basis of 
the property contributed). 


EXAMPLE 15-3 


Ernie receives all the stock of EBU Company in exchange for contributing 
a machine with a basis of $15,000 and an FMV of $25,000. Ernie also 
receives $3,000 cash from the company. The gain on transfer is $10,000 
(the difference between the basis and FMV of the machine). The gain Ernie 
must report is $3,000, the lower of gain or cash received. 
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To the corporate entity, the basis of the cash or property received is 
equal to the basis in the hands of the shareholder plus any gain recognized 
by the shareholder. The basis of the stock in the hands of the shareholder is 
equal to the basis of the property contributed plus any gain recognized, 
minus any boot received (boot includes relief of liability). The amounts of 
inside and outside basis for the stockholders in each of the three previous 
examples are as follows: 


Stock Basis to Property Basis 
Shareholder to Corporation 
Reported Gain (Outside) (Inside) 
Marty $ -0- $ 1,000 $ 1,000 
Sara -0- 800 800 
Gina 200,000 -0- 300,000 


Ernie 3,000 15,000 18,000 


Shareholders do not recognize losses as a result of the formation of a 
corporation when the 80% test is met. 

If an individual provides services in exchange for stock upon the 
formation of a corporation, the individual will recognize ordinary income 
equal to the FMV of the services. 

Unless a C corporation stockholder increases or decreases his or her 
proportionate ownership (buys or sells stock), there is generally no 
adjustment to the outside basis over time. 
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CONCEPT CHECK 15-2—LO 15-2 


|. When forming a corporation, if the transferors control at least 80% of 
the corporate entity, the formation is generally tax-free. True or false? 


), The basis to the corporation of property received is equal to 


3. Arturo contributed land with an FMV of $100,000 and basis of 
$40,000 to a newly formed corporation in exchange for 90% of the 
stock. Arturo’s basis in the stock is 
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TAXABLE INCOME AND TAX LIABILITY 
LO 15-3 


Corporate taxable income is generally determined using the same 
operating rules as a trade or business that we discussed in Chapter 6. The 
general formula to determine corporate taxable income and tax liability 
follows. The line numbers pertain to Form 1120 in Exhibit 15-1. 


Total gross receipts or sales (line 1c) 
— Cost of goods sold (line 2) 


Gross profit (line 3) 
+ Interest, dividends, capital gains, other income (lines 4-10) 


Total income (line 11) 
— Ordinary and necessary trade or business expenses (lines 12-27) 


Taxable income before special deductions (line 28) 
— Net operating loss deduction (line 29a) 
— Dividends received deduction (line 29b) 


= Taxable income (line 30) 
x Applicable tax rates 


= Tax liability (line 31) 
— Tax payments during the tax year and tax credits (line 32) 


= Tax due with return (line 34) or refund (line 35) 


In corporate taxation, the notion of Adjusted Gross Income (AGI) does not 
exist. 

As mentioned, determination of corporate taxable income generally 
follows the trade or business rules discussed in Chapter 6. A few 
differences pertaining to corporations—capital gains and losses, charitable 
contributions, the dividends received deduction, and some miscellaneous 
differences—must be noted. 


Capital Gains and Losses (Form 1120, line 8) 

As we discussed in Chapter 7, individuals (or other noncorporate 
taxpayers) include capital gains and losses in income. If capital losses 
exceed capital gains, individuals recognize a net capital loss of up to 
$3,000 with any excess being carried forward indefinitely. C corporations 
are not permitted to report any net capital losses. Thus capital losses can 
only offset capital gains.£ In other words, the amount on line 8 must be 
either positive or zero; it cannot be negative. 
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Corporations are permitted to carry back excess capital losses three 
preceding years (starting with the earliest year) and then forward five years 
if any loss remains.’ Corporations can use the carryback and carryforward 
amounts only against net capital gains in the years noted. 


EXAMPLE 15-4 


ABC Company, a C corporation, was formed in 2013 and reported net 
income in each year of its operation. The company had net capital gains and 
losses as follows: 


2013 $ 7,000 gain 
2014 10,000 gain 
2015 1,000 gain 
2016 5,000 gain 
2017 21,000 loss 


The 2017 capital loss must be carried back three years starting with the 
earliest year. Thus ABC Company will first apply the $21,000 loss from 
2017 to tax year 2014, then to 2015, and finally to 2016. Because the total 
capital gains in those years were $16,000, ABC Company has a $5,000 
capital loss to carry forward to tax years 2018 to 2022. 


TAX YOUR BRAIN 


Pirate Company was formed in 2012 and reported capital gains and losses, 
prior to any carryforwards and carrybacks, as follows: 


2012 $ 2,000 loss 
2013 7,000 gain 
2014 10,000 gain 
2015 16,000 loss 
2016 5,000 gain 
2017 14,000 loss 
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What is the proper tax treatment of the capital gain carryforwards and 
carrybacks, and what is the resulting net capital gain or loss for each year 
indicated? 


ANSWER 

Work from the oldest date to the present. The 2012 loss is carried forward 
to 2013 resulting in a $5,000 gain in 2013. In 2014, the $10,000 gain will 
be reported. In 2015, the $16,000 loss will be carried back first to 2013, 
eliminating the remaining $5,000 gain, and then to 2014, eliminating the 
$10,000 gain. A $1,000 loss carryforward then remains from 2015. This 
carryforward will be applied to 2016 resulting in a $4,000 gain in 2016. 
Finally, the 2017 loss will be carried back to the remaining 2016 gain, 
giving Pirate Company a $10,000 loss carryforward to be used starting in 
2018 and expiring in 2022. 


If a corporation carries back a capital loss, it files an amended return 
for the prior year(s) and will receive a refund. 

The other major difference between individual and corporate taxation 
of capital gains pertains to tax rates. Individuals pay tax on net capital 
gains at a rate lower than for ordinary income. For corporations, net capital 
gains are included in income and are taxed at the marginal corporate rate. 
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Charitable Contributions 
Corporations are permitted charitable contributions to qualified charitable 
organizations. The deduction is limited to 10% of taxable income before 
any of the following: 

Charitable contributions. 

Dividends received deduction (described next). 

Net operating loss carryback. 


Capital loss carryback.® 


Any contributions in excess of the permitted amount are carried forward 
for five years, are added to the charitable contributions in that year, and are 
subject to the 10% limitation. In future years, current contributions are 


deducted first.” 
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EXAMPLE 15-5 


Szabo Company reported $50,000 of taxable income before charitable 
contributions. The company had charitable contributions of $8,000. Szabo’s 
charitable contributions are limited to $5,000 ($50,000 x 10%). Thus 
Szabo’s taxable income will be $45,000, and its charitable contributions 
carryforward is $3,000. 


In general, if a corporation contributes ordinary income property, the 
deduction is limited to the corporation’s basis in the property.*% Ordinary 
income property is property that, if sold, would produce a gain other than a 
long-term capital gain. An example is inventory held by a corporation. 

Taxpayers use carryforward information to determine any charitable 
contributions limitation but ignore carryback information. In effect, 
taxpayers use all information available when the return is filed but do not 
make changes for information that could become available in the future. 


Dividends Received Deduction 

C corporations are permitted a tax deduction for a portion of the dividends 
they receive from other domestic corporations. The dividends received 
deduction (DRD) is a percentage of the dividend and varies, depending on 


the percentage ownership in the dividend-paying corporation:!! 
Ownership Percentage Deduction Percentage 
Less than 20% 70% 
20% to less than 80% 80% 
80% or more 100% 


EXAMPLE 15-6 


Duck Corporation owns 15% of Rose Company. Duck received a $10,000 
dividend from Rose and is entitled to a $7,000 dividends received 
deduction. The deduction means that $3,000 of the dividend is included in 
Duck’s taxable income. If Duck owned 40% of Rose, the DRD would have 
been $8,000, and only $2,000 of the dividend would have been taxable to 
Duck. 


The DRD can be limited. If taxable income (before DRD or any capital 
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loss carryback) is between 100% of the dividend and 70% (or 80% as 
appropriate) of the dividend, the DRD is limited to taxable income 
multiplied by the appropriate percentage. 
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EXAMPLE 15-7 


Sylva Silverware owns 30% of Fredonia Flatware. Fredonia paid a $20,000 
dividend to Sylva. Sylva’s taxable income, before the DRD, was $50,000. 
Sylva’s DRD is $16,000 ($20,000 x 80%). 


EXAMPLE 15-8 


Use the information from the previous example except that Sylva’s taxable 
income, before the DRD, was $5,000. Sylva’s taxable income is not 
between 80% of the dividend ($16,000) and 100% of the dividend 
($20,000). Thus the DRD is not limited. 


EXAMPLE 15-9 


Use the information from Example 15-7 except that Sylva’s taxable income 
before the DRD was $18,000. In this case, Sylva’s taxable income is in the 
limitation area (between $16,000 and $20,000). Thus Sylva’s DRD is 
limited to 80% of taxable income before the DRD, or $14,400 ($18,000 x 
80%). 


In Examples 15-7 through 15-9, if Sylva had owned less than 20% of 
Fredonia, the applicable percentage would have been 70% and the lower 
dollar limit for purposes of the limitation would have been $14,000 (the 
$20,000 dividend x 70%). 


Other Differences 

Except for closely held C corporations, the passive loss rules (refer to 
Chapter 13) do not apply to corporations.1? A closely held C corporation 
is one in which more than 50% of the value of its outstanding stock is 
owned, directly or indirectly, by not more than five individuals.1° 
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Corporations normally incur various organizational expenses at the 
time of legal formation. These costs can include legal fees, incorporation 
fees, and filing fees. In general, capitalized costs are deductible over their 
useful life. Because the life of a corporation is theoretically indefinite, 
organizational expenses are recorded as a nonamortizable asset and are not 
deductible. However, the IRC permits corporations to elect to deduct 
organizational expenses in an amount equal to the lower of (1) the amount 
of organizational expenses or (2) $5,000.14 If total organizational expenses 
exceed $50,000, then the $5,000 amount is reduced to zero on a dollar-for- 
dollar basis. Thus, when organizational expenses exceed $55,000, no 
immediate deduction is permitted. Any remaining organizational expenses 
are deductible over a 180-month period beginning with the month the 
corporation begins business. Expenditures must be incurred before the end 
of the fiscal year in which the corporation begins business, and the election 
must be filed with the first tax return. Expenditures associated with issuing 
or selling stock are not deductible. 

Organizational expenses are different from start-up expenses, which 
are incurred prior to the time the corporation begins to produce income. If 
the enterprise is operating as a business, the expenses would be deductible 
as ordinary and necessary business expenses. However, the business is not 
yet active and is not earning income; thus the expenses are not deductible 
and must be capitalized. Corporations can elect to treat the expenses as 
deferred expenses and deduct them initially and/or over a 180-month 
period in a manner similar to that described for organizational expenses.!° 
The 180-month period begins in the month in which the active trade or 
business begins. The election must be filed with the tax return for the 
corporation’s first year. The calculations and limitations are determined 
separately for organizational expenses and for start-up expenses. 
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Corporate Tax Rates 


Once corporate taxable income is determined, the amount of tax liability 


can be calculated with reference to a tax rate table. Tax rates for C 


16 


corporations’ are as follows: 
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Corporate Tax Rates 


Taxable Income Ofthe Amount 
Over But Not Over The Tax Is Over 
$ -0- $ 50,000 15% $ -0- 
50,000 75,000 $ 7,500 + 25% 50,000 
75,000 100,000 13,750 + 34% 75,000 
100,000 335,000 22,250 + 39% 100,000 
335,000 10,000,000 113,900 + 34% 335,000 
10,000,000 15,000,000 3,400,000 + 35% 10,000,000 
15,000,000 18,333,333 5,150,000 + 38% 15,000,000 


18,333,333 — 35% of taxable income 18,333,333 


Corporate tax rates follow a progressive tax structure, but the rates 
“wobble around” as income increases. Technically, the tax rate for 
incomes between $75,000 and $10,000,000 is 34% and the rate above 
$10,000,000 is 35%.17 However, the IRC also recaptures the benefit of 
reduced rates for those corporate taxpayers with higher incomes. In other 
words, a corporate taxpayer with $60,000 of taxable income pays tax of 
15% on the first $50,000 and 25% on the remaining $10,000. A corporate 
taxpayer with taxable income of $60,000,000 does not get the benefit of 
lower rates and pays tax at a 35% flat rate on every dollar of income. The 
tax rate tables are structured to eliminate the benefit of the lower brackets. 


EXAMPLE 15-10 


Beaufort Company has taxable income of $1,200,000. Its tax liability is 
$408,000 (calculated as $113,900 + [($1,200,000 — $335,000) x 34%] = 
$408,000). You will get the same answer if you multiply taxable income by 
34%. 


Estimated Payments 


A corporation must pay estimated taxes. The required annual payment is 
the lower of (1) 100% of the tax due for the year or (2) 100% of the tax 
due for the prior year.18 Estimated payments can be made in four 
installments on the 15th day of the 4th, 6th, 9th, and 12th months of the 
corporation’s fiscal year. For calendar year corporations, the due dates are 
April 15, June 15, September 15, and December 15. Estimated payments 
are reported on Form 1120, line 32. 

Large corporations (those with taxable income in excess of $1 million 
in any of the three preceding years) cannot use the prior year tax safe 
harbor except for the first quarterly installment payment. These 
corporations must base the final three quarterly payments on their estimate 
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of current year tax due. 
The corporate underpayment penalty is based on the same interest rate 
schedule used for individuals. The penalty is not deductible in any year. 


Net Operating Losses 
If a corporation has a net operating loss (NOL), it can carry the loss back 


two years and forward 20 years.!% Alternatively, the corporation can 
affirmatively elect to waive the carryback period and only carry the loss 


forward.2° The election is irrevocable for the tax year. 
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In general, a net operating loss occurs when the corporate entity has 
negative taxable income for the year. 


TAX YOUR BRAIN 


Under what circumstances would a corporation choose to forgo the 
carryback period for a net operating loss and elect to only carry the loss 
forward? 


ANSWER 


If tax rates will be higher in the future and if the corporation expects to earn 
money in the future, it may make sense to only carry the NOL forward. For 
example, if tax rates in prior years were 30% and are expected to be 40% in 
the future, the corporation would receive an additional 10 cents for each 
dollar of NOL if the loss were only carried forward. 


CONCEPT CHECK 15-3—LO 15-3 


L. Corporations follow the same tax rules for capital gains as do 
individuals. True or false? 


?. The tax liability of a corporation with taxable income of $520,000 is 
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3. A corporation reported taxable income of $390,000 before charitable 
contributions. The corporation made charitable contributions of 
$50,000. Its permitted deduction for charitable contributions in the 
current tax year is 


1. Organizational expenses are automatically deductible over 180 
months. True or false? 


>. Corporate net operating losses from 2017 can be carried back 
years and forward years. 


TRANSACTIONS WITH SHAREHOLDERS 
LO 15-4 


Dividends and Distributions 


Corporations can pay cash or property (called distributions) to their 


shareholders. To the extent that distributions are from the earnings and 


profits of the corporation, the distribution is a dividend.?! The corporation 


cannot deduct the cost of the dividend, and the shareholder reports taxable 
income in an amount equal to the fair market value of the property 
received.?? 

Earnings and profits (E&P) are conceptually similar to retained 
earnings except that they are calculated using tax law, not financial 
accounting standards. 

Distributions paid in excess of earnings and profits are nontaxable to 
the extent of the stockholder’s basis in her or his stock. The excess of a 
distribution over the stockholder’s basis is treated as a capital gain 
(assuming the stock is a capital asset in the hands of the stockholder).2> 

If a corporation makes a distribution of property (not cash) that has a 
basis less than the fair market value (that is, appreciated property), the 
corporation is treated as selling the property at its fair market value. Thus 
the corporation recognizes a gain on the distribution of appreciated 
property. 


EXAMPLE 15-11 
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Sasha received a $500 cash distribution from the E&P of Alpha Company. 
The dividend is fully taxable to Sasha. 
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EXAMPLE 15-12 


Assume that Sasha’s distribution was in the form of property with an FMV 
of $500 and a basis to Alpha Company of $400. Alpha will record a $100 
gain. Sasha will report dividend income of $500. 


EXAMPLE 15-13 


Quad Company has E&P of $5,000. It makes a $6,000 cash distribution to 
Quincy, its sole shareholder. Assuming that Quincy has a basis in his stock 
of at least $1,000, he will report dividend income of $5,000 and a 
nontaxable distribution of $1,000. Quincy will reduce the basis of his stock 
by $1,000. 


EXAMPLE 15-14 


Use the information from Example 15-13. Assume that the basis of 
Quincy’s stock is $200. In this case, he would report a dividend of $5,000, a 
nontaxable return of capital of $200, and a capital gain of $800. Quincy will 
also reduce the basis of his stock to zero. 


The preceding discussion assumed that the distribution was made to 
shareholders on a pro rata basis. In other words, each shareholder receives 
a distribution proportionate to his or her ownership. Corporations can also 
make a non-pro rata distribution by which one or more stockholders 
receive a distribution that is not in proportion to their ownership 
percentage. If the distribution is in appreciated property, the corporation 
again has a deemed sale and gain based on FMV. The shareholder reports 
dividend income equal to the FMV of the cash or property received. 

A shareholder may receive a distribution in full liquidation of her or 
his ownership interest. For example, a shareholder may sell all of her or 
his stock back to the corporation for cash or property. In such case, he or 
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she will have a capital gain or loss equal to the difference between the 
amount of the distribution and his or her basis in the stock. 


Liquidation 

A corporate liquidation occurs when a corporation decides to cease doing 
business and wind up its business affairs. The corporation pays debts and 
distributes remaining assets to shareholders. In the case of a complete 
liquidation, the corporation records all assets and liabilities at fair market 
value (with associated write-ups or write-downs). The shareholder reports 
a Capital gain or loss equal to the difference between his or her basis in the 
stock and the FMV of the property received. 


EXAMPLE 15-15 


Tara received cash of $5,000 and other assets with an FMV of $7,000 as a 
result of the complete liquidation of Blue Corporation. Tara’s basis in the 
stock of Blue was $10,000. Tara will report a return of capital (nontaxable) 
of $10,000 and a capital gain of $2,000. 


CONCEPT CHECK 15-4—L0O 15-4 


L. Dividends are always taxable to a shareholder. True or false? 


?. If a corporation pays a dividend in property, the stockholder will have 
a dividend equal to the corporate basis in the property. True or false? 


3. A corporation has earnings and profits of $10,000 and makes a cash 
distribution to its sole shareholder in the amount of $11,000. The 
amount of taxable dividend to the shareholder is 
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SCHEDULES L, M-1, AND M-3 
LO 15-5 
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Corporations must provide a beginning and ending balance sheet on Form 
1120, Schedule L, as well as a reconciliation of book income to taxable 
income on Form 1120, Schedule M-1. See page 5 of Form 1120 in Exhibit 
15-1 for both schedules. If a corporation’s total receipts and total assets are 
both less than $250,000, the two schedules are not required. 

Preparation of Schedule L is straightforward. It is prepared in 
accordance with the accounting method the corporation uses to keep its 
financial accounting records (accrual, cash, or mixed model). 

Schedule M-1 can be more complex. It reconciles net income per 
books (line 1) with net income per the tax return (line 10). In effect, this 
schedule sets out all book/tax differences for the year regardless of 
whether they are permanent or temporary differences. 

It is important to note that Schedule M-1 reconciles from net income 
per books (financial accounting net income) to net income per the tax law, 
not the other way around. Let’s examine each of the lines individually. 


Line 2: Federal income tax is an expense for book purposes but is 
not deductible for tax purposes. The amount of federal income tax 
expense must be added back to book income. This number is the 
federal income tax expense deduction on the income statement—not 
the tax expense on page 1 of the tax return. 

Line 3: For book purposes, excess capital losses qualify as an 
expense. For tax purposes, recall that corporate capital losses are 
deductible only to the extent of capital gains. Thus any excess of 
capital losses over capital gains must be added back to book income. 
Line 4: Certain income may be taxable but may be properly 
excluded from book income. Examples include the last month’s rent 
collected at lease signing by a landlord or the installment sale 
income reported in full on the books in a prior year. These items 
must be added to book income to arrive at taxable income. 

Line 5: Certain expenses can be recorded on the books but are not 
deductible on the tax return. These items include the difference 
between accelerated depreciation taken on the books and straight- 
line depreciation for taxes in the early years of an asset’s life; the 
difference between the book and tax deductions if charitable 
contributions are limited on the tax return; and 50% of travel and 
entertainment expenses that are not deductible on the tax return. 
Line 7: Some income is reported on the books but is not reported on 
the tax return. Examples include life insurance proceeds that can be 
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excluded for taxes but must be included for book purposes; 
prepayment of the last month of rent that will be included on the tax 
return at the beginning of the lease but on the books at the end of the 
lease; and interest from tax-exempt bonds. 

Line 8: Deductions can be taken on the tax return but are not 
deductible in the financial records. Tax return depreciation in excess 
of book depreciation is an example. Another is the tax deduction for 
previously disallowed charitable contributions. These were deducted 
on the financial statements in a prior year. 


EXAMPLE 15-16 


Martin Company had book income of $50,000 for the year. It also had the 
following differences between book income and tax income: 


Charitable contributions carryforward used in current $2,000 
year 


Excess depreciation on tax return 6,000 


In addition, the company incurred $10,000 of travel and entertainment 
expense, only 50% of which is deductible for taxes. Martin Company’s 
taxable income is $47,000 ($50,000 - $2,000 — $6,000 + [$10,000 x 50%]). 
A completed Schedule M-1 for Martin Company is shown in Exhibit 15-2. 
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EIERN Reconciliation of Income (Loss) per Books With Income per Return 


Note: Schedule M-3 required instead of Schedule M-1 if total assets are $10 million or more—see instructions 


Net income (loss) per books Income recorded on books this year 
Federal income tax per books not included on this return (itemize): 
Excess of capital losses over capital gains . Tax-exempt interest $ 


Income subject to tax not recorded on books 

this year (itemize): 

i tt E SIA Ce PL I ea RE E Deductions on this return not charged 
Expenses recorded on books this year not against book income this year (itemize): 
deducted on this return (itemize): Depreciation . . 

Depreciation . . . . Charitable contributions $ 

b Charitable contributions . 

Travel and entertainment . 


Income (page 1, line 28)—line 6 less line 9 


EXHIBIT 15-2 


Source: U.S. Department of the Treasury, Internal Revenue Service, Form 1120. Washington, DC: 2017. 


Corporations with total assets of $10 million or more must complete a 
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separate Schedule M-3. This schedule is, in effect, an extremely detailed 
reconciliation of book income with taxable income. Thus it is an expanded 
version of Schedule M-1 for large corporations. You can locate a Schedule 
M-3 on the IRS Web site (www.irs.gov). 


CONCEPT CHECK 15-5—LO 15-5 


L. Completion of Schedule L is required of all corporations. True or 
false? 


). Schedule M-1 reconciles book income to taxable income. True or 
false? 


3. A corporation’s depreciation expense is lower on the financial 
statements than it is on the tax return. Would this difference be a 
negative or positive item on Schedule M-1? 


OTHER CORPORATE ISSUES INCLUDING 
ALTERNATIVE MINIMUM TAX 
LO 15-6 


Corporations can be part of a controlled group. The most common of these 
groups are parent— subsidiary groups or brother-sister groups, which we 
discuss here, in addition to corporate alternative minimum tax. 


Parent-Subsidiary Groups 

Parent-subsidiary groups are those for which a common parent 
corporation owns, directly or indirectly, at least 80% of one or more other 
corporations. The ownership can be one or more chains of corporations 
connected through stock ownership with the parent corporation. 


EXAMPLE 15-17 


Garner Corporation owns 90% of Harnett Company. The two corporations 
are part of a parent— subsidiary group. The relationship holds as long as 
Garner owns at least 80% of Harnett. 
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EXAMPLE 15-18 


Garner Corporation also owns 95% of Iona Company. Iona, in turn, owns 
85% of Jasper Corporation. The entire Garner/lona/Jasper chain of 
corporations is part of a parent—subsidiary group. 


Parent-subsidiary corporations can elect to file a consolidated tax 
return. Form 1122 is attached to the first consolidated return for each of 
the subsidiaries of the group.24 An appropriate officer of the subsidiary 
signs the form, thereby consenting to be included in the group. All 
members of the parent-subsidiary group must be included. Subsidiaries no 
longer file separate returns. In subsequent years, Form 851, which is an 
affiliation schedule listing the corporations that are part of the consolidated 
return, is attached to the consolidated return. 
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Electing to file as a consolidated entity has certain advantages. For 
example, a consolidated return allows the entity to offset losses from one 
corporation against profits of another. In addition, profits from 
intercompany sales are deferred. There are potential disadvantages as well. 
The election is binding on future tax years, losses on intercompany sales 
cannot be immediately recognized, and elections made by the parent are 
binding on all subsidiaries. 


Brother-Sister Groups 


A brother-sister group may exist if five or fewer persons own two or more 
corporations. The group exists if both of the following tests are met: 


Total ownership test: The shareholder group owns stock representing at 
least 80% of the voting shares of stock or at least 80% of the total value 
of all shares. 


Common ownership test: The shareholder group has common 
(identical) ownership of more than 50% of the voting power or more than 
50% of the value of all shares. 


At first glance, the tests seem to be the same with different 
percentages, but such is not the case. The 80% test examines ownership of 
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an individual corporation. The 50% test, in effect, is based on the smallest 
common percentage across all of the corporations evaluated. 


EXAMPLE 15-19 


Three individuals have ownership interests in four different corporations as 
follows: 


Corporations 


Identical 
A B G D Ownership 
Reed 60% 20% 30% 30% 20% 
Smith 30 65 30 40 30 
Thomas 10 15 40 20 10 
Totals 100% 100% 100% 90% 60% 


The Identical Ownership column represents the smallest number reading 
across the column. In other words, it is the identical ownership across all of 
the corporations. So, for example, Reed owns at least 20% of each of the 
corporations. 

The total ownership test is met because the three individuals own at 
least 80% of each of the four corporations (in this example for corporations 
A,B, and C, they actually own all the stock). The common ownership test 
is met because the common (identical) ownership is more than 50% (it is 
60% in this example). Thus the four corporations are all part of a brother— 
sister group. 


TAX YOUR BRAIN 


In Example 15-19, if Reed sold half of her ownership in Corporation B to 
an unrelated third party, would the corporations remain as a brother-sister 
group? 


ANSWER 

No. By reducing her ownership in Corporation B to 10% of the total, Reed 
now has an identical common ownership across the four corporations of 
10%. Thus the sum of the common ownership for all three individuals is 
exactly 50%. The common ownership test must be more than 50%. Thus 
the entities are no longer a brother-sister group. 
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One way to think about the two tests is that the 80% test is a “vertical 
test” (does the group own at least 80% of a specific individual 
corporation?) whereas the 50% test is a “horizontal test” (what is the 
smallest percentage that an individual owns across the various 
corporations?). 

Corporations within a brother-sister group continue to file individual 
tax returns. However, the IRS realizes that the common control within a 
brother-sister group can result in income or expense being inappropriately 
allocated between members of the group. Thus the IRS has the authority to 
reallocate the income, deductions, and credits of the related corporations 
“in order to prevent the evasion of taxes or clearly reflect the income” of 


the individual corporations within the group.?° 
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For purposes of determining corporate tax brackets, the accumulated 
earnings credit, and the minimum tax exemption, a controlled group is 
determined only with reference to the common ownership test. In all other 
cases, both tests are used. 


Corporate Alternative Minimum Tax 


Corporations are subject to a corporate alternative minimum tax (AMT).?8 


The tax is calculated in a manner similar to AMT for an individual. In 
general, the corporation starts with regular taxable income, adds or 
subtracts adjustments, adds tax preference items, subtracts an exemption 
amount, and multiplies the resulting AMT base by a 20% AMT rate. 

Most tax preference items are similar to those for individuals. An 
additional corporate preference item is for adjusted current earnings 
(ACE). The ACE adjustment is 75% of the difference between ACE and 
unadjusted alternative minimum taxable income. In short, ACE is the 
economic income of the corporation; it takes into account all of the 
corporation’s inflows and outflows (including nontaxable and 
nondeductible items). The ACE adjustment can be very complex and is 
beyond the scope of this text. 

The AMT exemption amount is $40,000 for corporations with AMT 
income of $150,000 or less.2” The exemption is reduced by 25 cents for 
each dollar that AMT income exceeds $150,000. Thus the exemption is 
totally phased out at AMT income levels of $310,000 or more. 
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Small corporations are not subject to the AMT.28 A small corporation 
is one that has average annual gross receipts of $7,500,000 or less for each 
of the preceding three tax years. Newly formed corporations are exempt 
from the AMT in the first year of existence and continue to be exempt 
from the AMT for the first three years if average annual gross receipts are 
less than $5 million. 


EXAMPLE 15-20 


Manteo Company has taxable income of $200,000 and is not a small 
corporation. It has a regular tax liability of $61,250. The company has 
$120,000 of tax preferences. Manteo’s AMT is calculated as follows: 


Regular taxable income $200,000 
Tax preferences 120,000 
AMT income 320,000 
Exemption (AMT income exceeds $310,000) -0- 
AMT base 320,000 
Times tax rate x 20% 
AMT 64,000 
Less: Regular corporate tax 61,250 
Corporate AMT due $ 2,750 


CONCEPT CHECK 15-6—LO 15-6 


L. To be considered a parent-subsidiary group, the parent corporation 
must own, directly or indirectly, at least percent of the 
subsidiary corporation. 


?. A brother-sister group may exist if or fewer persons own 
two or more corporations. 


3. For AMT purposes, the corporate exemption amount is $ 
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SUBCHAPTER S CORPORATIONS 
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LO 15-7 


General 
A Subchapter S corporation is a “regular” corporation that has elected to 


be taxed under the provisions of Subchapter S of the IRC.?° In effect, a 
Subchapter S (Sub S) corporation is a corporation for legal purposes but is 
taxed in a manner similar to a partnership. Thus the shareholders (not the 
corporation) are taxed based on their proportionate share of net income 
and separately stated items. 

Sub S corporations file their annual tax returns on Form 1120S (see 
Exhibit 15-3). Tax returns for S corporations are due on the 15th day of the 
third month after the end of the fiscal year (March 15 for a calendar year 
Sub S corporation). A six-month extension is permitted. 


Subchapter S Election 


A corporation must affirmatively elect to be taxed as a Subchapter S 
corporation. The corporation must be a qualifying small business 


corporation that meets all of the following characteristics:20 


Be a domestic corporation. 


Have 100 or fewer shareholders who are all individuals, estates, and 


certain trusts.°4 


Have only one class of stock. 
Have shareholders who are U.S. citizens or resident aliens. 


For the election to be valid, it must be made on Form 2553, must be 
signed by all shareholders, and must be filed on a timely basis.22 If the 
corporation wants the election to be valid for the current year, Form 2553 
must be filed either in the prior fiscal year or before the 15th day of the 
third month of the current year. Thus elections filed after the 2.5-month 
deadline are effective for the following year. 

The Sub S election is valid until it is statutorily terminated or 
voluntarily revoked. The election is statutorily terminated if the 
corporation fails to meet the qualifications to be a Sub S corporation. For 
example, once the corporation has more than 100 shareholders, the 
election will be terminated. For statutorily terminated elections, the 
termination is effective on the day the terminating event occurs. 

The corporation can choose to voluntarily revoke the election. If 
shareholders owning a majority of the voting stock consent, in writing, to 
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revoke the election, the Sub S status will be terminated.>> If the revocation 
is made (and filed) during the first 2.5 months of the tax year, the 
revocation will be effective as of the beginning of the year. If the 
revocation is made subsequent to that date, the Sub S status will be 
terminated as of the beginning of the following year. Shareholders can 
State a revocation date on or after the date the voluntary revocation is filed, 
and the revocation will be effective on the selected date. 

In most circumstances, if an S corporation loses its status because of 
statutory or voluntary revocation, the corporation must wait five years 
before reelecting Sub S status. 


Taxable Income and Separately Stated Items 


Generally items of income and expense are the same for a C corporation as 
for an S corporation. 

As mentioned, a Sub S corporation is taxed as though it were a 
partnership. In other words, the shareholders, not the corporation, pay tax 
on the Subchapter S income. Unlike a partnership, a Sub S corporation can 
amortize organizational expenses and must recognize gains, but not losses, 
on distributions of property to shareholders. The dividends received 
deduction does not apply to a Sub S corporation. 
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U.S. Income Tax Return for an S Corporation 


> Do not file this form unless the corporation has filed or is 
Form 2553 to elect to be an S corporation. 
> Go to www.irs.gov/Form1120S for instructions and the latest information. 


G isthe corporation electing To be an S corporation beginning with This tax year? [J] Yes [No If"Yes,” attach Form 2553 if not already filed 
H Checkit (ILL) Final retum m CIm change (3) C Address ci 0 [_] Amended retum (5) L] S election termination or revocation 


EN 


Compensation a officers (see instructions—attach Form 1125-8) 
Salaries and wages (less employment credits) 
Repairs and maintenance . we 


Depreciation not claimed on Form 1125-A or elsewhere on return (attach Form 4562) 

15 Depletion (Do not deduct oil and gas depletion.) . 

16 Advertising . . . r a 

17 Pension, profit-sharing, a: plans E 

18 Employee benefit programs . . 

Y Do O E He ES OD Da SS 

TOE ER AAA aa GE 
di business income loss). Subtract line 20 from line 6 r 

Ba bak EEE ET RAAN S af 

b Tax from Schedule D (Form 1120S) . 

Add ines 22a and 22b (see instructions for additional taxes) . 


b Tax deposited with Form 7004 . 

c Credit for federal tax paid on fuels (attach Form 4136) . 
d Add lines 23a through 23c . a 6 E e EA Ge 
24 Estimated tax penalty (see instructions). Check if Form 2220 is attached oe > 
25 Amount owed. line 230 is ernalier than the total of lines 220 and 24, enter amount owed 
26 Overpayment. If line 23d is larger than the total of lines 22c and 24, enter amount overpaid . 
27 


Enter amount from line 26 Credited to 2018 estimated tax > Refunded» |27| 34 ç< | 


Under penalties of perjury, | declare that | have examined this retum, including accompanying schedules and statements, and to the best of my knowledge and belief, # is true, 
correct, and complete. Declaration of preparer (other than taxpayer) is based on all information of which preparer has any knowledge. the IS ck or 


Sign th the preparer shown below 


= Vs me Cp ction? ven U] No 


AO 


Pp Only e ETS 
Phone no. 


Tax and Payments Deductions (see instructions for limitations) 


nm 


For Paperwork Reduction Act Notice, see separate instructions. Cat. No. 11510H Form 1120S (2017) 
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Form 11208 (2017) Page 2 
Se ru Nr: Other Information (see instructions; 


1 Check accounting method: a []Cash b [Accrual Yes | No 
© [Otter (spechty) Le 
2 See the instructions and enter the: 
a Business activity > b Product or service > 
3 
4 
a 
b 
5a At the end of the tax year, did the corporation have any outstanding shares of restricted stock? . - . . . . . . | | 
if “Yes,” complete lines (i) and (ii) below. 
0) Total shares of restricted stock. x E 2 á 4 ji ` 7 nd > .uun.n.....nun„....ann....,.aunn„„....nnnntennennenennennnennen 
(i) Total shares of non-restricted stock . . . eT ne aber. 
b_ At the end of the tax year, did the corporation have any outstanding stock options, warrenie, or almllar Instrumente? $ Ll. 


if “Yes,” complete lines (1) and (ii) below. 
() Total shares of stock outstanding at the end of the tax year » 
(i) Total shares of stock outstanding if all instruments were executed p- 


6 Has this corporation filed, or is it required to file, Form 8918, Material Advisor Disclosure Statement, a a 
information on any reportable transaction? 


7 Chick thie box i the corporalion issued publicly offeied dabit Insiruanente with original isus discount 2: 30 rs m) 
If checked, the corporation may have to file Form 8281, Information Return for Publicly Offered Original Issue Discount 
Instruments, 


8 Ifthe corporation: (a) was a C corporation before it elected to be an S corporation or the corporation acquired an 
asset with a basis determined by reference to the basis of the asset (or the basis of any other property) in 
the hands of a C corporation and (b) has net unrealized built-in gain in excess of the net recognized built-in gain 
from prior years, enter the net unrealized built-in gain on Cog due built-in gain from prior years (see 
instructions) . . . 3 p qe Bien dee nn un ale eh ae ie Es 

9 T an sen IR ul E reenter Di emoon am aan 

10 Does the corporation satisfy both of the following conditions? 

a The corporation's total receipts (see instructions) for the tax year were less than $250,000 . Eee 

b The corporation's total assets at the end of the tax year were less than$250,000 . ........... |] 

If “Yes,” the corporation is not required to complete Schedules L and M-1. 

11 eee ee eee eee ee eee ee eee TEN 
terms modified so as to reduce the principal amount of the debt? Pe ae 
If “Yes,” enter the amount of principal reduction S$ naa en TAA TTE AEO AAA 

12 During the tax year, was a qualified subchapter S subsidiary election terminated or revoked? If “Yes,” see instructions . | | 

13a Did the corporation make any payments in 2017 that would require it to file Form(s) 10997 . Seah Le u cae van 

b_If “Yes,” did the corporation file or will it file required Forms 1099? . . . . A wage ee ER 

Form 1120S 2017) 
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Form 1120S (2017) 
MERA Shareholders’ Pro Rata Share Items 
Ordinary business income (loss) (page 1, line 21) . 
2 Net rental real estate income (loss) (attach Form 8825) . 
3a Other gross rental income (loss) . A 

b Expenses from other rental activities (attach eisernen. 

c Other net rental income (loss). Subtract line 3b from line 3a 
4 | 1 


£ 


Income (Loss) 


Deductions 


d 

3a Low. income housing credit (section 2206) 
b Low-income housing credit (other) 
c 
d 
e 
f 


Qualified rehabilitation expenditures (rental aia aia (attach ER 3468, if applicable) ’ 
Other rental real estate credits (see instructions) Type > 

Other rental credits (see instructions) . . . Type» 

Biofuel producer credit (attach Form 6478) 
Other credits (see instructions) . . . 
Name of country or U.S. possession® LI 
Gross income from all sources > 

Gross income sourced at shareholder level 

Foreign gross income sourced at corporate level 

Passive category Pr 

General category š 

Other (attach statement) . . 

Deductions allocated and ad at cid al 

Interest expense . i AA Be es 

Deductions allocated and apportioned at corporate level to foreign source income 

General category ‘ 

Other (attach statement) 

Other information 

Total foreign taxes (check one): » [] Paid [] Accrued 

Reduction in taxes available for credit (attach statement) 


mar 


ale elele ele ele i lehe eie 


Type 


ve 


Foreign Transactions 


Post-1986 en adjustment . 
f Adjusted gain or loss P 
Depletion (other than oil and gas) meer 
5 Oil, gas, and geothermal properties—gross income . 
Oil, gas, and geothermal properties —deductions . 
Other AMT items (attach statement) . 


Other tax-exempt income . 
H Nondeductible expenses 7 
Distributions (attach statement if required) Gi instructions} 


Š 
| Tax-exempt interest income . 
Repayment of loans from shareholders . 


8 
1 
E 
3 
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Form 1120S (2017) Page 4 
AMECA | Shareholders’ Pro Rata Share Items (continued 

Investment income . 

Investment expenses ‘ 
Dividend distributions paid toni edad ná Eu proie ë 


PO SNA a Oi, B= 


mb 


Less accumulated Sepsis x 
Depletable assets : 
Less accumulated depletion 4 
Land (net of any amortization) . 
Intangible assets (amortizable only) . 
Less accumulated amortization 
14 Other assets (attach statement) . 
15 Total assets é 

Liabilities and Shareholders’ Equity 
16 Accounts payable . . 
17 Mortgages, notes, bonds payable in less than 1 year 
18 Other current liabilities (attach statement) . 
19 Loans from shareholders 
Mortgages, notes, bonds payable in 1 year armor 
Other liabilities (attach statement) 5 
Capital stock . Sg a 
Additional paid-in capital 
Retained earnings š 
Adjustments to shareholders’ q... (attach statement) 
Less cost of treasury stock 
Total liabilities and shareholders’ e 


sb 
pra 
vo 


on 
oi" o 


) 


NBBSEBRNB 


Form 1120S (2017) 
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Form 1120S (2017) 


Page 5 


| Schedule M-1 | Reconciliation of Income (Loss) per Books With Income (Loss) per Return 


Note: The corporation may be required to file Schedule M-3 (see instructions) 


1 Net income (loss) per books . . 


2 Income included on Schedule K, lines 1, 2, 3c, 4, 
5a, 6, 7, 8a, 9, and 10, not recorded on books this 
year (itemize) 


3 Expenses recorded on books this year not 
included on Schedule K, lines 1 through 12 and 


5 Income recorded on books this year not included 
on Schedule K, lines 1 through 10 (itemize) 
a Tax-exempt interest $ 


6 \ Deductions “included oh Schedule K; 
lines through 12 and 141, not charged 


141 (itemize): 
a Depreciation $ 


against book income this year (itemize): 
a Depreciation $ 


7_Add lines 5 and 6 5 
8 income (loss) (Schedule K. line 18). Line 4 \essiline 7 
Analysis of Accumulated Adjustments Account, Other Adjustments Account, and Shareholders’ 
Undistributed Taxable Income Previously Taxed (See instructions) 


(a) Accumulated (b) Other adjustments 
adjustments account account 


(c) Shareholders’ undistributed 
taxable income previously taxed 


Balance at beginningiof taxYear y, . . FL. 
Ordinary income from page 1, line 21 

Other addition . S. WW . MN. . mm. 
Loss from page 1, line 21 . 

Other reductions . 

Combine lines 1 through 5 . 

Distributions other than dividend distributions 
Balance at end of tax year. Subtract line 7 from line 6 


ON OahWHNH = 


Form 11208 (2017) 


EXHIBIT 15-3 


Source: U.S. Department of the Treasury, Internal Revenue Service, Form 1120S. Washington, DC: 2017. 


In a manner similar to partnership taxation, some items of income, 
expense, or credit are not included in income but are separately stated and 
allocated to shareholders on a per share, per day basis.°* Separately stated 
items are on Schedule K (see pages 3 and 4 of Form 1120S in Exhibit 15- 
3). The Subchapter S Schedule K is similar to that for a partnership. 


EXAMPLE 15-21 


Pitt Company is a Subchapter S corporation with two shareholders, Anne 
and Zeke, who own 60% and 40% of the corporation, respectively. During 
the year, Pitt has income of $50,000 that includes $3,000 of dividend 
income and $1,000 of charitable contributions. Pitt’s Sub S taxable income 
is $48,000. The allocation of the income and separately stated items 
follows: 


Anne (60%) Zeke (40%) Total 
Taxable income $28,800 $19,200 $48,000 
Dividend income 1,800 1,200 3,000 
Charitable contributions 600 400 1,000 
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Corporate and Shareholder Basis and Distributions 


Upon formation, the basis rules for S corporations are the same as those 
for C corporations (noted previously). Significant differences, however, 
pertain to income and separately stated items and distributions. In effect, 
Sub S shareholders are taxed on their proportionate share of income and 
separately stated items but are not taxed when they receive a distribution. 
This treatment is similar to that for partners of a partnership. 


page 15-26 


A Sub S shareholder who receives a K-1 from the corporation reports 
each item on her or his tax return in a manner similar to that done for a 
partnership (see Chapter 14). Each K-1 item increases or decreases the 
basis of the shareholder’s stock. If the Sub S corporation reports a loss, the 
shareholder can take the loss only to the extent of her or his adjusted basis 
in the corporation’s stock. 

A shareholder’s basis in the stock is increased or decreased by the 
following items: 


Increases: 


Net income 
Separately stated income items (dividends, 
interest, capital gains tax exempt income, 
etc.) 
Capital contributions 
Loans from the shareholder to the 
corporation 

Decreases: 
Net losses 
Separately stated expense items (charitable 
contributions, capital losses, etc.) 
Distributions from the corporation at fair 
market value 


Decreases cannot reduce the shareholder’s basis in stock below zero. Any 
excess first goes to reduce the basis of any loans from the shareholder to 
the corporation, and if any remains, it is suspended. When the corporation 
later recognizes items that increase basis (such as net income), the 
increases are allocated as follows: (1) increase the basis of shareholder 
loans, if any, to their original basis, (2) eliminate suspended losses, and (3) 
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increase the basis of the stock for the remainder. 


EXAMPLE 15-22 


Thangam owns stock in a Subchapter S corporation. At the end of 2016, the 
tax basis of her stock was $2,000. She had previously made a $1,500 loan to 
the company. For year 2016, her share of the loss of the company was 
$4,500. To account for this loss, she would reduce the tax basis of her stock 
to $0, then would reduce the tax basis of her loan to $0, and would have a 
remaining $1,000 suspended loss ($4,500 - $2,000 - $1,500 = $1,000). In 
2017, her share of corporate net income was $3,000. She would first 
increase the tax basis in the loan to its original $1,500. Then she would 
eliminate the $1,000 suspended loss. Finally, she would increase the tax 
basis of her stock by the remaining $500. 


An S corporation differs from a partnership in that the shareholder 
does not increase his or her stock basis by his or her share of debt in the 
corporation. 


EXAMPLE 15-23 


Laurel owns stock in a Subchapter S corporation. At the end of 2016, her 
tax basis in the stock was $100. In 2017, her share of corporate net income 
was $150, and her share of a corporate charitable contribution was $300. At 
the end of 2017, a simple mathematical calculation would indicate that her 
stock basis is a negative $50 ($100 + $150 - $300 = [$50]). However, basis 
cannot be negative. Her basis is set to zero and the $50 shortfall is 
suspended to future years. If, in 2018, Laurel’s share of corporate net 
income was $400, she would increase her stock basis by $400 and decrease 
her stock basis by the suspended $50, resulting in a December 2018 stock 
basis of $350. 


Schedule M-1 


Schedule M-1 for Form 1120S is also a reconciliation between income for 
books and income for taxes. The substantive difference between an S 
corporation Schedule M-1 and a C corporation Schedule M-1 is that an S 
corporation has no line for federal income tax because the Subchapter S 
corporation does not pay federal income tax; the shareholders pay it. 
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CONCEPT CHECK 15-7—LO 15-7 


L. Corporations with fewer than 100 shareholders are automatically 
considered Subchapter S corporations. True or false? 


Iw 
. 


A Subchapter S corporation is taxed in a manner similar to a 
partnership. True or false? 


3. Subchapter S corporations file a Form 


1. Alyssa is a shareholder in a Subchapter S corporation and has a basis 
of $1,000 in her stock. The corporation gives her a $200 cash 
dividend. Is this dividend taxable to Alyssa? 


>. Similar to a partnership, shareholders of a Subchapter S corporation 
increase the basis of their stock by their share of corporate debts. True 
or false? 


Summary 


LO 15-1: Describe Corporations 


corporate formation e Are legal entities formed under the laws of a state. 
and filing e Can use cash basis of accounting if sales < = $5 million or 
requirements. have no inventory. 


e Can choose fiscal year-end in first year. 
e File Form 1120. 


LO 15-2: Calculate e No gain on formation of corporation if transferors control 

corporate and 80% or more. 

shareholder basis. e Relief of liability in excess of basis triggers gain equal to 
the excess. 


e Boot received triggers gain. 

e Basis to corporation is shareholder basis plus gain 
recognized by shareholder. 

e Basis to shareholder is carryover basis plus gain 
recognized, minus boot received. 


LO 15-3: Determine e Taxable income generally follows rules associated with 
corporate taxable trade or business (Chapter 6). 
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income and tax 
liability. 


LO 15-4: Explain the 
tax rules for 
transactions with 
shareholders. 


LO 15-5: Prepare 
Schedules L, M-1, 
and M-3. 


LO 15-6: Discuss 


other corporate issues. 


LO 15-7: Know the 


Net capital losses are not permitted. Carry back three years 
and then forward five. 

Charitable contributions are limited to 10% of taxable 
income before considering charitable contributions. Excess 
is carried forward five years. 

A deduction is permitted equal to 70%, 80%, or 100% of 
dividends received from other domestic corporations. DRD 
may be limited. 

Organizational expenditures and start-up expenses can be 
deducted over 180 months or more upon election. 

Taxable income is subject to tax rates up to 35%. 
Estimated payments are required. 

Net operating losses can be carried back 2 years and 
forward 20. Can choose to only carry forward if an 
affirmative election is made. 


Distributions from earnings and profits are dividends and 
are taxable to shareholder; not deductible by corporation. 


Distributions in excess of E&P are nontaxable to extent of 
stock basis and a capital gain in excess of basis. 
Distribution of property with FMV in excess of basis 
creates gain to corporation. 

Distribution in full liquidation of shareholder interest 
creates gain or loss equal to distribution compared to basis. 
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Schedule L is a beginning and ending balance sheet in 
accordance with financial accounting method. 


Schedule M-1 is a reconciliation from book income to 
taxable income. 

M-1 sets forth all book/tax differences, whether permanent 
or temporary. 

M-3, a comprehensive book/tax reconciliation, is for large 
corporations. 


Parent-subsidiary groups are those in which a common 
parent owns, directly or indirectly, at least 80% of one or 
more other corporations. 


Can elect to file consolidated tax return. 

Brother-sister group may exist if five or fewer persons own 
two or more corporations. 

Must disclose to IRS. 

Most corporations are subject to AMT. 


Corporate AMT concepts are similar to AMT for 
individuals. 


Subchapter S corporations 
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rules for tax treatment e Are “regular” corporations that elect to be taxed in a 
of Subchapter S manner similar to a partnership. 
corporations. e File 1120S. 
e Must meet four tests to elect Sub S status. 
e Report taxable income and separately stated items similar to 
a partnership. 
e Do not pay tax; shareholders do. 


e Calculate shareholder basis similar to partnership except 
corporate debt does not affect basis. 


e Can have distributions, which are not taxable to 
shareholders. 


Discussion Questions 


All applicable discussion questions are available with Connect? 


LO 1. Explain the circumstances in which a corporation can use the accrual basis 
15-1 or the cash basis of accounting. 


LO 2. When must a corporate tax return be filed? Can a corporation receive an 
15-1 extension of time to file a return, and if so, what is the length of the 
extension? 


LO 3. Without regard to any extensions of time to file, when is the income tax 
15-1 return due for a corporation with a May 31 year-end? An August 31 year- 
end? A February 28 year-end? 
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LO 4. Explain the 80% rule as it pertains to the formation of a corporation. 
15-2 


LO 5. In what instances could a gain be recorded associated with the issuance of 
15-2 stock upon formation of a corporation? Assume that the 80% test is met. 


LO 6. An individual contributes property with a fair market value in excess of basis 
15-2 to a corporation in exchange for stock. What is the basis of the stock in the 
hands of the shareholder, and what is the basis of the property contributed in 

the hands of the corporation? 


LO 7. What is the dividends received deduction? What is its purpose? 
15-3 


LO 8. Explain the rules associated with capital loss carrybacks and carryforwards. 
15-3 
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LO 9. Explain the rules pertaining to the deductibility of charitable contributions 
15-3 fora C corporation. 


1.010. Explain the difference between organizational expenses and start-up 
15-3 expenditures. In what circumstances are they deductible? 


1.011. Why does the marginal tax rate vary up and down for taxable incomes over 
15-3 $100,000? 


1.012. On what dates are estimated payments due for a calendar year corporation? 
15-3 What are the dates for a corporation with a fiscal year ending August 31? 
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1.013. Explain the rules associated with the carryback and carryforward of net 
15-3 operating losses. 


1.014. A corporation may make a distribution to its shareholders. Depending on the 


1096 


15-4 


LO15. 
15-4 


LO16. 
15-5 


LO17. 
15-5 


LO18. 
15-6 


LO19. 
15-6 


circumstances, in the hands of the shareholder, the distribution can be 
classified as a dividend, a tax-free distribution, or a capital gain. Explain the 
circumstances in which each classification can occur. 


In what circumstances does a corporation record a gain related to a 
distribution to a shareholder? 


What is Schedule M-1, and what is its purpose? 


What is Schedule L, and what is its purpose? 


For purposes of the corporate alternative minimum tax, explain the 
application of the AMT exemption amount and its phaseout. 


Under what circumstances can a parent-subsidiary group file a consolidated 
income tax return? 
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1.020. Why might a parent-subsidiary group choose to file, or not to file, a 
15-6 consolidated income tax return? 


1.021. What are the two tests used to determine whether a group of corporations is 
15-6 a brother- sister group? 
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1.022. What criteria must a corporation meet to appropriately elect Subchapter S 
15-7 status? 


1.023. A calendar year corporation properly files a Subchapter S election on 
15-7 January 10, 2017. On what date is the election effective? What if the election 
were filed on June 1, 2017? 


1.024. The Subchapter S status of a calendar year corporation is statutorily 
15-7 terminated on August 12, 2017. The Subchapter S status is deemed to be 
terminated on what date? What is the answer if the status were voluntarily 
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revoked on that date? 


Multiple-Choice Questions 


All applicable multiple-choice questions are available with Connect® 


1.025. Which of the following statements is correct? 


15-1 a. A calendar year corporation must file its tax return no later than March 15 unless it 
requests an extension. 


b. A corporation is a legal entity that is taxed on its taxable income. 


c. Corporations choose their tax year in their first year of operation and can elect to 
change it in their third year of operation. 


d. Large corporations without inventory can choose to use either the cash or accrual 
method of accounting. 


1.026. A corporation has a fiscal year-end of June. If the corporation does not 
15-1 receive an automatic extension of time to file its return, the return will be 
due on the 15th of 


. August. 
September. 
October. 


an Sa 


November. 


L027. Two individuals form a corporation and own all of its stock. One individual 
15-2 contributes cash, and the other contributes property encumbered by a 
mortgage. The new corporation assumes the mortgage. Which of the 
following statements is true with respect to the individual who contributes 
the property? 
a. Because the 80% test is met, no gain or loss will be recognized. 
b. Gain is recognized to the extent of relief of liability. 


c. Gain is recognized to the extent of relief of liability in excess of the basis of 
property contributed. 


d. Gain is recognized to the extent that the fair market value of the stock exceeds the 
basis of the property contributed. 
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L028. Tameka and Janelle form a corporation in which each will own 50% of the 
15-2 stock. Tameka contributes $50,000 in cash. Janelle contributes property with 
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an SA 


LO29. 
15-2 


a. 
b. 
c. 
d. 


LO30. 
15-2 


a. 
b. 
c. 
d. 


a basis of $30,000 and an FMV of $60,000. She receives $10,000 of 
inventory from the corporation. Which of the following statements is true? 


. Janelle will report a gain of $10,000. 
. Janelle will report a gain of $30,000. 


Tameka will report a gain of $10,000. 


Neither Tameka nor Janelle will report a gain or loss as a result of these 
transactions. 


Svetlana forms a corporation in which she is the sole shareholder. She 
contributes a vehicle with a basis of $15,000 and an FMV of $8,000 in 
exchange for stock. She also contributes cash of $2,000. Svetlana will 
recognize 


A $5,000 loss. 
A $7,000 loss. 
A $10,000 loss. 


Neither a gain nor loss. 


Annabelle forms a corporation in which she is the sole shareholder. She 
transfers $20,000 cash plus land with a $100,000 adjusted basis and a 
$160,000 FMV in exchange for all the stock of the corporation. The 
corporation assumes the $140,000 mortgage on the land. What is her basis in 


the stock, and what is the gain she must report (if any)? 


No gain; stock basis is $120,000. 

Gain of $20,000; stock basis is $120,000. 
No gain; stock basis is $100,000. 

Gain of $20,000; stock basis is zero. 


1.031. Mountain Company owns 10% of Valley Company. Both are domestic 

15-3 corporations. Valley pays a $60,000 dividend to Mountain. What amount of 
dividend income will be included in the taxable income of Mountain 
Company? 


a. 
b. 
c. 
d. 


$6,000. 

$12,000. 
$18,000. 
$60,000. 


1.032. For Subchapter C corporations, which of the following statements is true? 


15-3 a. 
b. 


Capital losses can be carried back three years and then carried forward five years. 


Corporations can elect to forgo the carryback period for capital losses and only 
carry the losses forward. 


C. Capital losses can be carried back 2 years and then carried forward 20 years. 


Capital losses are permitted up to $3,000 per year. 
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1.033. Which of the following statements is false? 


15-1, a A corporation with average sales in excess of $5,000,000 must use the accrual 
15-3 method of accounting. 


b. The charitable contributions of a corporation may be limited. 


c. A corporation may be entitled to a deduction for dividends received from other 
domestic corporations. 


d. Passive loss rules apply to all corporations. 
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1.034. A calendar year corporate taxpayer must make its final estimated tax 
15-3 payment on the 15th of which month? 
a. November. 
b. December. 
C. January. 


d. February. 


1.035. Which, if any, of the following statements concerning the shareholders of a 
15-4 Subchapter C corporation is correct? 


a. Shareholders are taxed on their proportionate share of earnings and profits as they 
are earned. 


b. Shareholders are taxed on distributions from corporate earnings and profits. 


C. Shareholders are never taxed on earnings and profits or distributions from the 
corporation. 


d. None of these statements is correct. 


1.036. Parker Company has earnings and profits of $8,000. It distributes capital 
15-4 gain property with a basis of $2,000 and FMV of $9,000 to Gertrude Parker, 
its sole shareholder. Gertrude has a basis of $10,000 in her stock. Which of 

the following statements is true with respect to this transaction? 


a. Gertrude will report dividend income of $2,000 and a capital gain of $7,000. 
b. Gertrude will report dividend income of $8,000. 


c. Gertrude will report dividend income of $8,000 and a nontaxable distribution of 
$1,000. 


d. Gertrude will report dividend income of $9,000. 


1.037. Which of the following is a negative adjustment on Schedule M-1? 
15-5 a. Federal income tax. 
b. Charitable contributions in excess of the 10% limit. 
C. Depreciation for books in excess of depreciation for taxes. 


d. Tax-exempt interest income. 
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1.038. Which of the following is a positive adjustment on Schedule M-1? 
15-5 a. Excess of capital losses over capital gains. 
b. Excess of capital gains over capital losses. 
c. Charitable contribution carryover to the current year. 


d. Depreciation for taxes in excess of depreciation for books. 


1.039. Banana Company is widely held. It owns 85% of Strawberry Corporation. 
15-6 Two individuals hold the remaining 15%. Which of the following statements 
is true? 


a. Banana and Strawberry must file a consolidated tax return. 
b. Banana and Strawberry can elect to file a consolidated tax return. 


c. Banana and Strawberry can file a consolidated tax return if the other owners of 
Strawberry agree. 


d. Banana and Strawberry are brother-sister corporations. 
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1.040. What missing dollar amounts are correct in the following sentence? The 


15-6 AMT exemption is $ for corporations with AMT income of 
or less. 


. $40,000; $150,000. 
. $40,000; $310,000. 
. $150,000; $310,000. 


This question cannot be answered with the information given. 


anca 


1.041. Which of the following items increase basis for a stockholder of a 
15-7 Subchapter S corporation? 


a. Capital contributions. 

b. Charitable contributions. 
c. Net losses. 
d 


. Distributions from the corporation. 


1.042. Which of the following statements is incorrect? 
15-7 a. Ans corporation can own stock of a C corporation. 
b. AC corporation can own stock of an S corporation. 
c. An S corporation can be a partner in a partnership. 


d. An estate can own stock of an S corporation. 


1.043. Which, if any, of the following statements concerning the shareholders of a 
15-7 Subchapter S corporation is correct? 


a. Shareholders are taxed on their proportionate share of earnings that are distributed. 


b. Shareholders are taxed on the distributions from the corporation. 
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c. Shareholders are taxed on their proportionate share of earnings whether or not 
distributed. 


d. None of these statements is correct. 


1.044. Chen received a $10,000 dividend from a Subchapter C corporation. He also 
15-4, owns a 50% interest in a Subchapter S corporation that reported $100,000 of 
15-7 taxable income. He received a distribution of $20,000 from the Subchapter S 

corporation. How much income will Chen report as a result of these events? 


a. $30,000. 
b. $40,000. 
c. $60,000. 
d. $80,000. 


Problems 


All applicable problems are available with Connect? 


1.045. When a corporation is formed, in certain cases the transferor may report a 
15-2 gain. What are the instances in which a gain would be reported? In these 
cases, what is the basis of the stock held by the transferor? 
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L 046. An individual contributes property with an FMV in excess of basis to a 
15-2 corporation in exchange for stock. The property is subject to a mortgage. In 
each of the following instances, determine the basis of the stock in the hands 
of the shareholder and the basis of the property contributed in the hands of 

the corporation. Assume that the 80% rule is met. 


a. The property is subject to a mortgage that is less than basis, and the corporation 
assumes the mortgage. 


b. The property is subject to a mortgage that is more than basis, and the corporation 
assumes the mortgage. 
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1.047. Determine the basis of stock in the hands of the shareholder in each of the 
15-2 following instances. Assume that the 80% rule is met in all cases. 


a. Contribution of property with a basis of $1,000 and an FMV of $1,400. 


b. Contribution of property with a basis of $3,000 and an FMV of $3,800. The 
stockholder also received $500 cash from the corporation as part of the stock 
transaction. 

c. Contribution of property with a basis of $8,200 and an FMV of $12,500. The 
stockholder also received property with an FMV of $1,700 from the corporation as 
part of the stock transaction. 


d. Contribution of a building with an FMV of $200,000, a mortgage (assumed by the 
corporation) of $100,000, and a basis of $125,000. 


e. Contribution of a building with an FMV of $1,700,000, a mortgage (assumed by 
the corporation) of $1,000,000, and a basis of $635,000. 


1.048. Using the information from Problem 47, determine the basis of the property 
15-2 contributed in the hands of the corporation in each instance. Assume that the 
80% rule is met in all cases. 
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1,049. Explain the operation of the dividends received deduction. 
15-3 
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1.050. Determine the amount of the dividends received deduction in each of the 
15-3 following instances. In all cases, the net income figure includes the full 
dividend. 


a. Dividend of $10,000 from a 45% owned corporation; taxable income before DRD 
of $50,000. 


b. Dividend of $19,000 from a 15% owned corporation; taxable income before DRD 
of $75,000. 


c. Dividend of $22,000 from a 60% owned corporation; taxable income before DRD 
of $11,000. 


d. Dividend of $8,000 from a 10% owned corporation; taxable income before DRD of 
$7,000. 


1,051. For each of the following cases, determine the amount of capital gain or loss 
15-3 to report in each year (after taking into account any applicable carrybacks) 
and the capital loss carry-forward to 2017 if any. Assume that 2011 is the 

first year of operation for each corporation. 


Capital Gain or Loss for Year Indicated 
Corporation 2011 2012 2013 2014 2015 2016 


A $ 4,000 $7 000 $(10,000) $5000 $ 3,000 (1,000) 
B 5,000 3,000 3,000 4,000 (20,000) 2,000 
C 5,000 9,000 (3,000) 2,000 (20,000) 8,000 
D 


(50,000) 7,000 3,000 11,000 10,000 2,000 
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1.052. Determine the deductible charitable contribution in each of the following 
15-3 instances: 


a. Charitable contribution of $4,000 and taxable income before charitable 
contribution of $50,000. 


b. Charitable contribution of $8,000 and taxable income before charitable 
contribution of $50,000. 


c. Charitable contribution of $4,800 and taxable income before charitable 
contribution of $50,000. Taxable income includes a net operating loss carryforward 
of $5,000. 


d. Charitable contribution of $4,800 and taxable income before charitable 
contribution of $40,000. Taxable income includes a capital loss carryback of 
$5,000. 


1.053. Determine the amount of tax liability for the corporation in each of the 
15-3 following cases: 


Taxable income of $45,200. 
Taxable income of $450,200. 
Taxable income of $4,500,200. 
Taxable income of $14,500,200. 
e. Taxable income of $45,000,200. 


aa SA 


1.054. Determine taxable income in each of the following instances. Assume that 
15-3 the corporation is a C corporation and that book income is before any 
income tax expense. 


a. Book income of $50,000 including capital gains of $2,000, a charitable 
contribution of $1,000, and meals and entertainment expenses of $3,000. 


b. Book income of $92,000 including capital losses of $3,000, a charitable 
contribution of $12,000, and meals and entertainment expenses of $3,000. 
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c. Book income of $76,000 including municipal bond interest of $2,000, a charitable 
contribution of $5,000, and dividends of $3,000 from a 10% owned domestic 
corporation. The corporation also has an $8,000 charitable contribution carryover. 

d. Book income of $129,000 including municipal bond interest of $2,000, a charitable 
contribution of $5,000, and dividends of $7,000 from a 70% owned domestic 
corporation. The corporation has a capital loss carryover of $6,000 and a capital 
gain of $2,500 in the current year. 
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1.055. Using the information from Problem 54, calculate the amount of tax liability 
15-3 in each instance. 


1.056. LMNO Corporation was formed in 2010. It reported net income (loss) over 
15-3 the 2009 through 2016 tax years, before accounting for any net operating 
losses, as follows: 


2010 $ (4,000) 
2011 19,000 
2012 23,000 
2013 (31,000) 
2014 11,000 
2015 (8,000) 
2016 3,000 


1107 


a. Determine annual taxable income after accounting for any net operating losses for 
2010 to 2016 assuming the corporation does not waive the carryback period. Also 
determine any NOL carryforward to 2017. 


b. Determine annual taxable income after accounting for any net operating losses for 
2010 to 2016 assuming the corporation waives the carryback period. Also 
determine any NOL carryforward to 2017. 


1.057. Determine the amount of taxable dividend, nontaxable distribution, and 
15-4 capital gain for the distributions made in each of the following cases: 


a. Corporate E&P of $10,000, shareholder stock basis of $12,000, distribution of 
$6,000. 


b. Corporate E&P of $7,500, shareholder stock basis of $7,000, distribution of 
$6,500. 

c. Corporate E&P of $16,000, shareholder stock basis of $5,000, distribution of 
$17,000. 


d. Corporate E&P of $14,000, shareholder stock basis of $11,000, distribution of 
$26,000. 
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1.058. Go to the IRS Web site (www.irs.gov) and print page 5 of Form 1120. 
15-5 Complete Schedule M-1 for each of the following cases: 


a. Corporate financial statement: net income of $52,000 including tax expense of 
$15,000, charitable contributions of $3,000, and depreciation expense of $37,000. 
Depreciation expense for tax purposes is $46,000. 


b. Corporate financial statement: net income of $139,000 including tax expense of 
$68,000, charitable contributions of $28,000, depreciation expense of $103,000, 
and meals and entertainment expenses of $31,000. Depreciation expense for tax 
purposes is $145,000. 
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c. Corporate financial statement: net income of $226,000 including tax expense of 
$111,000, charitable contributions of $16,000, municipal bond interest of $19,000, 
meals and entertainment expenses of $41,000, capital gains of $6,000, and 
depreciation expense of $142,000. Depreciation expense for tax purposes is 
$131,000, and the corporation has a $7,000 charitable contribution carryforward 
for the current year. 


1.059. A corporation has regular taxable income of $370,000 and a regular tax 
15-6 liability of $125,800. It has positive tax preference items totaling $310,000. 
You have determined that the corporation is subject to alternative minimum 
tax because it has average annual gross receipts of $9,000,000. Determine 

the amount of AMT owed by the corporation, if any. 


1.060. Refer to Problem 54. Determine the amount of taxable income and 
15-7 separately stated items in each case, assuming the corporation is a 
Subchapter S corporation. 


1.061. Refer to Problem 58. Determine the amount of taxable income and 
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15-7 separately stated items in each case, assuming the corporation is a 
Subchapter S corporation. Ignore any carry-forward items. 


page 15-40 
Tax Return Problems 
All applicable tax return problems are available with Connect® 


Tax Return Problem 1 


Phil Williams and Liz Johnson are 60% and 40% shareholders, 
respectively, in WJ Corporation, a Subchapter S corporation. The 
corporation had the following activity during the year: 


Income $336,123 
Interest income 1,259 
Dividend income (qualified) 4,586 
Long-term capital gains 13,458 
Total revenue $355,426 
Expenses 
Salaries and wages (nonofficers) $ 47,000 
Salaries and wages, owners and officers 125,000 
Depreciation (MACRS—includes $9,000 § 179 expense) 41,888 
Interest expense 5,220 
Taxes and licenses 15,548 
Meals and entertainment (100%) 15,257 
Auto 5,254 
Insurance (nonofficer health) 6,000 
Accounting and legal 2,800 
Repairs 1,200 
Charitable contributions 2,500 
Payroll penalties 500 
Total expenses $268, 167 


Net income $ 87,259 


During the year, the corporation made a distribution of $20,000, in total, to 
its shareholders. Complete page 1, Schedule K, and Schedule M-1 of Form 
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1120S. 


Tax Return Problem 2 


Harrell and Smith, Inc., 204 Ambulance Street, Anywhere, CA 92345, is a 
corporation (EIN 57-1234567) formed on January 1, 2012. Information 
concerning the corporation and its two shareholders follows. It uses 
tax/cash basis accounting, did not pay dividends in excess of earnings and 
profits, has no foreign shareholders, is not publicly traded, and has no 
NOL carrybacks. 

Bruce Harrell (SSN 412-34-5670), 1018 Lexington Downs, Anywhere, 
CA 92345, is a 60% shareholder. Della Smith (SSN 412-34-5671), 4564 
Yates Road, Anywhere, CA 92345, is a 40% shareholder. Bruce received a 
dividend of $60,000, and Della received a dividend of $40,000. Both of 
these dividends are in addition to their salaries. 


HARRELL AND SMITH, INC. 
Comparative Balance Sheet 
As of December 31, 2016, and December 31, 2017 


12/31/16 12/31/17 

Assets 

Cash $ 39,955 $ 45,459 

Investments 258,456 169,125 

Office equipment 225,000 310,759 

Accumulated depreciation (equipment) (156,000) (165,379) 

Building 491,200 491,200 

Accumulated depreciation (building) (37,232) (49,826) 
Total assets $821,379 $801,338 
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HARRELL AND SMITH, INC. (conduded) 
Comparative Balance Sheet 
As of December 31, 2016, and December 31, 2017 


12/31/16 12/31/17 

Liabilities and equity 
Notes payable $353,600 $335,458 
Common stock 10,000 10,000 
Retained eamings 457,779 455,880 
Total liabilities and equity $821,379 $801,338 


HARRELL AND SMITH, INC. 
Income Statement 
For the Year Ending December 31, 2017 


Revenue 
Consulting income $866,689 
Interest income 4,231 
Rental income 9,000 
Dividend income (qualified) 8,234 
Long-term capital losses (8,200) 
Total revenue $879,954 
Expenses 
Salaries and wages (nonowners) $253,000 
Officers’ salaries 
Harrell 225,000 
Smith 150,000 
Depreciation 21,973 
Interest expense 20,127 
Taxes and licenses 24,051 
Utilities 15,500 
Travel 11,850 
Meals and entertainment (100%) 12,452 
Auto 18,500 
Insurance (health) 7,000 
Accounting and legal 6,450 
Repairs 3,200 
Charitable contributions 12,000 
Payroll penalties 750 
Total expenses $781,853 
Net income $ 98,101 


Prepare Form 1120, pages 1-5, for Harrell and Smith, Inc. Schedule D and 
Form 4562 can be omitted (the information given is not sufficient to 
complete these forms). 


We have provided selected filled-in source documents that are available in 
Connect. 
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2 Using the accrual basis for cost of goods sold suggests the corporation will also use that method for inventories. 
Corporations that use the accrual basis for sales and cost of goods sold and the cash basis for other items are said to 
be using a hybrid method of accounting. 


3 IRC 8 6012(a)(2). 

4 Reg. $ 1.6081-3(a)(1). 

5 IRC $ 351. 

6 IRC $ 1211(a). 

71RC 8 1212(a). 

8 IRC § 170(b)(2). 

9 IRC 8 170(d)(2). 

10 In IRC 8 170(e). There are three limited cases in which the deduction can exceed basis. 
11 TRC 8 246(b)(3). 

12 IRC § 469(a)(2). 

13 TRC 8 542(a)(2). 

14 TRC 8 248(a). 

15 IRC 8 195(b). 

16 IRC 8 11(b). 

17 IRC 8 11(b)(1)(C) and IRC § 11(b)(1)(D). 
18 TRC § 6655. 

19 IRC § 172 and IRC § 172(b)(1). 
20 IRC 8 172(b)(3). 

21 IRC § 316. 

22 IRC § 301. 

23 IRC 8 301(c)(2) and § 301(c)(3). 
24 Reg. § 1.1502-75(b). 

25 IRC § 482. 

26 IRC § 55 through § 59. 

27 IRC 8 55(d)(2). 

28 IRC $ 55(e). 

29 IRC $ 1361. 

30 TRC 8 1361(b). 


31 Members of a family are treated as one shareholder under IRC § 1361(c)(1). A family is defined as a common 
ancestor, the lineal descendants of that person, and the spouses or former spouses of the common ancestor or lineal 
descendants. 


32 IRC § 1362(a). 
33 IRC § 1362(d). 


34 You might find it instructive to review the rules associated with separately stated items of a partnership in 
Chapter 14. 
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Appendix A 


Amended Tax Returns 
(Form 1040X) 


Over 150 million individual income tax returns are filed each year. The 
vast majority of those returns are filed correctly. However, on occasion, 
the information on an already-filed tax return is determined to be incorrect. 

There are literally hundreds of reasons why a previously filed return 
might be incorrect: a math error, a change of filing status, an additional or 
corrected informational tax form received, the basis or sales price on the 
sale of a capital asset initially reported incorrectly, a permitted itemized 
deduction omitted, and so on. There might be one error or multiple errors, 
and the changes might cause total tax liability to increase or decrease. 

If a previously filed tax return is determined to be in error, the taxpayer 
must file an amended tax return on Form 1040X. On the amended return, 
the taxpayer provides numerical information concerning the tax return 
item(s) that is (are) being corrected plus a reconciliation between the 
original data and the correct data. The form also has a section where the 
taxpayer must explain the change. 

Let us look at an example: 

Exhibit A-1 is the Form 1040 originally filed by Kim Watkins for tax 
year 2016. She had wage income and interest income, and she took the 
standard deduction. She originally received a refund of $216. After she 
had filed her return, she received a corrected Form 1099-INT from State 
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Savings Bank. The corrected Form 1099-INT showed interest income in 
box 1 that was $250 more than originally reported. 


As a result of receiving this corrected Form 1099-INT, Kim must file an 
amended tax return. The completed Form 1040X amended tax return is 
shown in Exhibit A-2. 


Column A of the 1040X amended return provides tax information as it 
was originally filed. The information in column A comes from the data 
on the original Form 1040 in Exhibit A-1. Column B is used to indicate 
the numerical items that have changed. In this case, line 1, Adjusted 
Gross Income, must increase by $250 to properly report the information 
from the corrected Form 1099-INT received by Kim. Column C 
represents the corrected totals. The explanation for the change is provided 
in Part III on page 2. 


Note that we are preparing an amended return for tax year 2016. Thus the 
amount of tax on line 6 of Form 1040X is determined using the 2016 tax 
tables. These tables can be found in the Form 1040 instructions for tax 
year 2016, available on the IRS Web site at www.irs.goV. 


Because Kim’s income increased by $250, she will owe additional tax of 
$38. That amount is reflected on line 20. When Kim files her amended 
Form 1040X, she must include a check for $38. Kim is in the 15% tax 
bracket. The additional tax represents the 15% income tax that is due on 
the additional $250 of income ($250 x 15% = $37.50, rounded to $38). 


Only one item needed to be corrected in our example. If multiple changes 
are required, the taxpayer should clearly explain each item and provide a 
detailed summation and reconciliation. 
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Use the information from our previous example. Assume that Kim 
received two corrected 1099-INT forms, one from State Savings Bank that 
increased her interest income by $250 and another from State Bank and 
Trust that decreased her interest income by $100. In this case, the amount 
on line 1, column B, of Form 1040X would be $150, the net difference. 
The explanation in Part III on page 2 needs to clearly explain the change. 
Here is how Part III, Explanation of Changes, might appear in this case: 


Taxpayer received two corrected Forms 1099-INT. One was from State 
Savings Bank. It showed corrected interest income $250 more than 
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originally reported. The other was from State Bank and Trust. It showed 
corrected interest income $100 less than originally reported. The amount 
of Adjusted Gross Income on line 1 is increased by $150, determined as 


follows: 
Change from corrected Form 1099-INT from State $ 250 
Savings Bank 
Change from corrected Form 1099-INT from State (100) 
Bank and Trust 

Net change to Adjusted Gross Income $ 150 


It is extremely important to note that the amended return must be prepared 
using the tax rules in effect for the year of the original return. For example, 
if we were preparing an amended return for Kim Watkins for tax year 
2015, the standard deduction on line 2 of Form 1040X would continue to 
be $6,300, but the personal exemption on line 4 would be $4,000 because 
those were the correct amounts for tax year 2015. We would also use the 
tax tables or tax rate schedules for 2015, not 2016. 

Generally Form 1040X must be filed within three years after the date 
the original return was filed or within two years after the date the taxpayer 
paid the tax due on the original return, whichever is later. 
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$ 1040 Department of the Treasury — intemal Revenue Service 2016 
U.S. Individual Income Tax Return OMB No, 1545-0074 | AS Use Onty— 0o not write or staple in this space 
For the year Jan. 1-Dec. 31, 2016, or other tax year beginning ‚2016, ending ,20 See separate instructions. 
Your first name and initial Last name Your social security number 
Kim Watkins 41263455670 
If a joint return, spouse's first name and initial Spouse's social security number 
|__| 


Home address number and sirest). I you have a P.O. box, see instructions. ae Make sure the SSNs) above 
ae and on line 6c are correct. 


, town or post office, state, and ZIP code. F you have a foreign address, also complete spaces below [see instructions). Presidential Bection Campaign 
TX 77840 Check here # you, or your spouse F irg 


nec OA e Dame 
Filing Status 4 1] Head of household twith qualifying person). (See instructions.) 1 
Married filing jointly (even if onty one had income) the qualifying person is a child but not your dependent, enter this 


Check only one Married filing separately. Enter spouse's SSN above chitd's name hero. B> 
box, 


Wages, salaries, tips, etc. Attach Formis) W-2 

Taxable interest. Attach Schedule B if required . . . . . 
Tax-exempt interest. Do not include on line Ba . . . | 8b 

Ordinary dividends. Attach Schedule B if required RO 

Qualified dividends . . 9b 

Tess roland: cela bash al alud ia Neel sa Vela 

Alimony received . . . 

Business income or (osa), Attach Schedule C or C-EZ . A y 
Capita gain or fons Aa Sec require. not required, check rere > D 
Other gains or (losses). Attach Form 4797 . U WERE EHE 
IRA distributions . 15a BOTEN 

Pensions and annuities b Taxable amount . . 
Pera el estato, ates, partnerships, S corporations, rut, tc. Aach Schedule E 
Farm income or (loss). Attach Schedule F . s ER A 
Unemployment compensation . 

Social security benefits | 20a 

Other income, List type and amount 

Combine the amounts In the far right column for lines 7 through 21. This is your total income > 


Educator expenses . . 2 5033 ii ii 

kth bench cs it ic ei sa ERE 

fee-basis government officials. Attach Form 2106 or 2106-EZ 

Health savings account deduction. Attach Form 8889 . [25 | | | 

Moving expenses. Attach Form 3903 . . . 

Deductible part of self-employment tax. Attach Schedule SE . 

Self-employed SEP, SIMPLE, and qualified plans 

Selt-employed health insurance deduction 3 

Penalty on early withdrawal of savings. . > 2 . 

Alimony paid Geman |_| 

IRA deduction. . . Re 

Student loan interest deduction . N 

Tuition and fees, Attach Form 8917, . . 

Domestic deco Anach Form 90, Cm ae 

Add lines 23 through 35 . . . . . Re | 36 | 

Subtract line 36 from line 22. This is your ad d in we eel TT 
For Disclosure, Privacy Act, and Paperwork Reduction Act Notice, see separate instructions. Cat. No. 113208 Fom 104 O (2016) 


SEREBRZBBENEN RBINNBSsssggece 
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Check | U Wa mao bom balora anay <0 Ü Blind. | Total boxes 
O Spouse was born before January 2,1952, [] Blind. } checked > 39a 
If your spouse itemizes on a separate return or you were a dual-status allen, check here» 396] 
Itemized deductions (from Schedule A) or your standard deduction (see left margin) . - 
Subtract line 40 from fine 38 . . 
Exemptions. lino 28 is $195,050 or les, much $4,060 by the number on ne 6d. Otherwise, seo instructions 
Taxable income. Subtract line 42 from line 41. If line 42 is more than fine 41, enter -0- . 
Tax (see instructions). Chock if any from: a [C] Formis} 8814 b [C] Form 4972 =) 
Alternative minimum tax (see instructions). Attach Form 6251 . f 4 
Excess advance premium tax credit repayment. Attach Form 8962 . 
Foreign tax credit. Attach Form 1116 if required . ‘ 
LA es ahh un Cadet Cah aida Dinka ame we 
Education credits from Form 8863, line 19 
Retirement savings contributions credit. Attach Form 8880 
Child tax credit, Attach Schedule 8812, if required . 
Residential energy credits, Attach Form 5695 . . 
Other credits tom Fore: a C] 3800 b C) 8801 “al 
Add lines 43 through 54. These are your total credits . . . 
Subtract line 55 from fine 47. If Ene 55 is more than line 47, enter -0- 
A dack exci eld Macken Wes ek Vea a0 aa b [_] 8919 
Additional tax on IRAs, other qualified retirement plans, etc. Attach Form 5329 if required 
Prode hoiab oroa roaa: Attach Fors DIOEN aed Er 
Health care: individual responsibility (see instructions] Biere]; 
Taxes from: a [_)Form 8959 b [C] Form 8950 DESH: enter code(s) 
Add lines 56 through 62. This is your total tax . 
Federal income tax withheld from Forms W-2 and 1099 à 
Luna E A TE 
Earned income credit (EIC) . 
Nontaxable combat pay election | 66b 
Additional child tax credit. Attach Schedule 8812 . 
American opportunity credit from Form 8863, line 8 . 
Net premium tax credit. Attach Form 8962 . 
Amount paid with request for extension to file 
Excess social security and tier 1 RATA tax withheks 
Credit for federal tax on fuels. Attach Form 4136 
Credits rom Form: a [_] 2439 b [E] Resened c C] eses aO 
Add lines 64, 65, 66a, and 67 throug 73, These are your total payments . Aig x 
Wine 74 te more then line 69, subtract ine 63 from line 74. This isthe amount you everpeld An 
Amount of ine 75 you want refunded to you. If Form 8888 is attached. check here _. eC) [76a] 7 216) 
Routing number j >cTyp um ] Savings 
‚Account number 1S a SA 
Amount of line 75 you want applied to your 2017 estimated tax > | 77 | 
Amount you owe. Subtract line 74 from line 63. For details on how to pay, see instructions > | 78 
Estimated tax penalty (see i ctions| 79 
Third Party De you want Io allow another person to Glecuse Wile rohan with Bie HIB (one ROMEO C] Yes. Complete below. [U] No 
Designee name > 2. number 
Under panaines of penury, | Goctare that | have examined this setum and accompanying scheciles and stanenents. and to the best of my knowledge and Dalat, they are Yun, comeet and 
aurais fst al amounts and sources of income | ceived during the tax yeer Declaration of preparer (other than taxpayer) is based on all information of which preparar bes ety knowledge: 


i 


25583 
H 


ill 


daa adad 


40 
at 
42 
43 
44 
45 
4 
4 
48 
49 
5 
51 
52 
53 
54 
55 
5 
57 
58 
59 
60a 
b 
61 
62 
63 
64 
65 
66a 


233233889, 


EXHIBIT A-1 


Source: U.S. Department of the Treasury, Internal Revenue Service, Form 1040. Washington, DC: 2016. 
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Department of the Treasury — Internal Revenue Service 
$ 1 040X Amended U.S. Individual Income Tax Return OMB No. 1545-0074 


> Information about Form 1040X and its instructions is at www.irs.gov/form1040x. 
This return is for calendar year 2016 [J2015 [2014 [12013 
Other year. Enter one: calendar year or fiscal year (month and year ended): 


Your first name and initial 


Kim 
If a joint retum, spouse's first name and initial 


Your social security number 
4123 41/5670 


Current home address (number and street). If you have a P.O. box, see instructions. 


123 Main Street 
City, town or post office, state, and ZIP code. If you have a foreign address, also complete spaces below (see instructions). 


An TX_77840 


a 


Amended return filing status. You must check one box even if you are not changing | Full-year coverage. 
your filing status. Caution: In general, you can't change your filing status from joint to | if all members of your household have full- 


separate returns after the due date. year minimal essential health care coverage, 
Single DJ] Head of household (If the qualifying person is a child but not check "Yes.* Otherwise, check "No." 
C Married filing jointly your dependent, see instructions.) (See instructions.) 
[C] Married filing separately _[_] Qualifying widow/er) Yves Ono 
Use Part Ill on the back to explain any changes “ap | ana amount linea yes 
amount 
Income and Deductions (see instructions) mare in Pain un 
1 Adjusted gross income. If net — loss dai 1. N 
included, check here . . . 6,914 
2 Itemized deductions or standard deduction PU 6,300 
3  Subtract line 2 from line1 . . SS i 0,614 
4 Exemptions. If changing, complete Part ton page Ren mare e —_—$* 
amount from line 29 . . . ste, De os 4,050 
6 Taxable income. Subtract line 4 from ine3. > = . . ..... '5 | 36314 250 36,56 


Tax Liability 
6 Tax. Enter method(s) used to figure tax (see instructions): 
Tax Tables 5,023 


7 Credits, If general business credit ere is included, check fel | 
here. . . . . -O 


8 Subtract line 7 from line 6. If the result is zero or less, enter -0- | . . |8|] 4985 — 38 5,023 
9 Health care: individual responsibility (see instructions) . . . .../9/] | | 

10 Othertaxes . . . A bin. E =| 

11 Total tax. Add lines 8, 9, A [11] as, | 5.023 


Payments 
12 Federal income tax withheld and excess social security and tier 1 RRTA 
tax withheld (If changing, see instructions.) . . . 20 5.201 


13 Estimated tax payments, ene amount re m prior year's | | 7 
EEE] 


14 Eamed income credit (EIC) . En 007) EEE 


15 Refundable credits from: Schedule 8812 Form(s) [2439 
04136 C8863 C8885 (8962 or 
Dother (specify): 


16 Total amount paid with request for extension of time to file, tax pien with sch return, and additional mM 
tax paid after retum was filed ee Sibi He 0 
17 Total payments. Add lines 12 through 15, column C, N nee: | 17 | 201 
Refund or Aa You Owe ag 
18 Overpayment, if any, as shown on original return or as previously adjusted by the IRS. R 216 
19 Subtract line 18 from line 17 (If less than zero, see instructions.) . : y |19 | 4,985 
20 Amount you owe. If line 11, column C, is more than line 19, enter the difference. : | 20 | 38 
21 Ifline 11, column C, is less than line 19, enter the difference. This is the amount overpaid on this retum EN 
22 Amount of line 21 you want refunded to you . . . . . . . AA 
23 Amount of line 21 you want applied to yo ‘enter year): estimated tax . 123 
Complete and sign this form on Page 2. 
For Paperwork Reduction Act Notice, see instructions. Cat. No. 11360L Form 1040X (Rev. 1-2017) 


page A-6 


1119 


Form 1040X (Rev. 1-2017) Page 2 
Exemptions 


Complete this part only if you are increasing or decreasing the number of exemptions (personal and dependents) claimed on line 6d of 
the return you are amending. 


See Form 1040 or Form 1040A instructions and Form 1040X instructions. 


Yourself and spouse. Caution: If someone can claim you as a 
dependent, you can’t claim an exemption for yourself š 
Your dependent children who lived with you 
Your dependent children who didn't live with you due to divorce 0 or seperation 
Other dependents . 3 
Total number of exemptions. Add lines 24 through 27 

Multiply the number of exemptions claimed on line 28 by the aan 
amount shown in the instructions for line 29 for the year you are 
amending. Enter the result here and on line 4 on page 1 of this form. 
List ALL dependents (children and others) claimed on this amended return. If more than 4 dependents, see instructions. 

(d) Check box if qualifying 
child for child tax credit (see 

instructions) 


883835 


8 


(a) First name Last name Bp Dependents som criar 


OOOO 


CUA Presidential Election Campaign Fund 
Checking below won't increase your tax or reduce your refund. 
O Check here if you didn't previously want $3 to go to the fund, but now do. 


[] Check here if this is a joint return and your spouse did not previously want $3 to go to the fund, but now does. 
| Part mi| Explanation of changes. In the space provided below, tell us why you are filing Form 1040X. 


> Attach any supporting documents and new or changed forms and schedules. 


Taxpayer received a corrected Form 1099-INT from State Savings Bank. The interest income shown in box 1 of the corrected Form 
1099-INT was $250 greater than originally reported to the taxpayer. This $250 increase is reported on page 1 above, in box B. 


Remember to keep a copy of this form for your records. 


Under penalties of perjury, | declare that | have filed an original return and that | have examined this amended return, including accompanying 
schedules and statements, and to the best of my knowledge and belief, this amended return is true, correct, and complete. Declaration of preparer 
(other than taxpayer) is based on all information about which the preparer has any knowledge. 


Sign Here 
io eu ee ee ee ee 
Your signature Date Spouse's signature. If a joint return, both must sign. Date 
Paid Preparer Use Only 
> 
Preparer's signature Date Firm's name (or yours if self-employed) 
Print/type preparer's name Firm's address and ZIP code 
O check if self-employed 
PTIN Phone number EIN 
For forms and publications, visit IRS.gov. Form 1040X (Rev. 1-2017) 


EXHIBIT A-2 


Source: U.S. Department of the Treasury, Internal Revenue Service, Form 1040X. Washington, DC: 2017. 
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Appendix B 


Comprehensive 
Problems 


In this Appendix, we provide a series of comprehensive tax return 
problems. In the text, the scope of the tax return problems is generally 
limited to the subject matter of the chapter. The comprehensive problems 
in this Appendix require integration of tax materials across multiple 
chapters. Each problem does have a primary focus area—Schedule A, C, 
D, or E. We provide two problems for Schedules A, C, and D. In each 
case, the first problem is a bit easier than the second. 

The problems can be completed using the TaxACT software provided 
with this text or can be completed using the tax forms found on the IRS 
Web site (www.irs.gov). 


COMPREHENSIVE PROBLEM 1 


With Emphasis on Schedule A 

James and Esther Johnson live at 45678 S.W. 112th Street, Homestead, FL 
33033. James, who is 67 years old (date of birth 12/14/1950), is retired 
receiving social security benefits, and Esther, who is 66 years old (date of 
birth 6/11/1951), is also retired but working on a part-time basis. Their 
social security numbers are 412-34-5670 and 412-34-5671, respectively. 
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The Johnsons had qualifying health care coverage at all times during the 
tax year. 

Annual social security income for Jim is $18,000 (SSA-1099, box 5) 
and for Esther is $10,800 (SSA-1099, box 5). 

Interest received by them from Central Bank is $2,545 (1099-INT, box 
1). No income tax withholding was made. 

Esther is working part-time as an interior decorator as an employee of 
Decorating House, a corporation. Her Form W-2 shows the following 
information: 


Wages = $ 15,000.00 

Federal W/H= $ 1,500.00 

Social security wages = $ 15,000.00 
Social security W/H= $ 930.00 
Medicare wages = $ 15,000.00 
Medicare W/H= $ 217.50 


Their itemized deductions are as follows: 


Mortgage interest on their main home, $8,100. 

Real estate taxes, $5,600. 

Personal property taxes, $185. 

Doctors” expenses unreimbursed by insurance, $5,400. 
Medical insurance premiums for the year, $2,400. 
Prescribed medicine, $1,995. 

Vitamins, $300. 


Total cash contributions to their church, $675. The contributions were 
made over the course of the year and no individual contribution was 
greater than $250. 


Tax preparation fees for their 2016 return, $325, paid in 2017. 


Lottery tickets bought by Esther during the year, $750. Winnings 
received, $940 (W-2G, box 1). Income tax withholding on winnings, $35 
(W-2G, box 4). 
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Because the Johnsons live in Florida, where there is no state income 
tax, they will deduct the estimation of the general sales tax related to the 
area in which they live. The most efficient way to do this is by using the 
Sales Tax Calculator on the IRS Web site at http://apps.irs.gov/app/stdc/. 
A key point to remember in using the calculator is that “income” for this 
calculation also includes the nontaxable portion of social security benefits. 
For more information on using the IRS Sales Tax Calculator, refer to page 
5-12 in the text. 


Required 

Prepare their individual income tax return using the appropriate forms. 
They do not want to contribute to the presidential election campaign and 
do not want anyone to be a third-party designee. For any missing 
information, make reasonable assumptions. 


COMPREHENSIVE PROBLEM 2 


With Emphasis on Schedule A 


Jamie and Cecilia Reyes are husband and wife and file a joint return. They 
live at 5677 Apple Cove Road, Boise, ID 83722. Jamie’s social security 
number is 412-34-5670 (date of birth 6/15/1968) and Cecilia’s is 412-34- 
5671 (date of birth 4/12/1970). They provide more than half of the support 
of their daughter, Carmen (age 23), social security number 412-34-5672 
(date of birth 9/1/1994), who is a full-time veterinarian school student. 
Carmen received a $3,200 scholarship covering her room and board at 
college. She was not required to perform any services to receive the 
scholarship. Jamie and Cecilia furnish all of the support of Maria (Jamie’s 
grandmother), social security number 412-34-5673 (date of birth 
11/6/1947), who is age 70 and lives in a nursing home. They also have a 
son, Gustavo (age 4), social security number 412-34-5674 (date of birth 
3/14/2013). The Reyes and all of their dependents had qualifying health 
care coverage at all times during the tax year. 
Jamie’s W-2 contained the following information: 


Federal Wages (box 1)= $145,625.00 
Federal W/H (box 2)= $ 16,812.50 


icial Security wages (box $127,200.00 
3) = 
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‚ocial Security W/H (box $ 7,886.00 
4) = 


edicare Wages (box 5) = $145,625.00 
Medicare W/H (box 6)= $ 2,111.56 
State Wages (box 16) = $145,625.00 
State W/H (box 17)= $ 5,435.00 


Other receipts for the couple were as follows: 


Dividends (all qualified dividends) 
Interest income: 
Union Bank 
State of Idaho—interest on tax refund 
City of Boise school bonds 
Interest from U.S. savings bonds 
(not used for educational purposes) 
2016 federal income tax refund received in 2017 
2016 state income tax refund received in 2017 
Idaho lottery winnings 
Casino slot machine winnings 


Gambling losses at casino 
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$2,500 


$ 220 
22 
1,250 
410 


2,007 

218 
1,100 
2,250 
6,500 


Other information that the Reyeses provided for the 2017 tax year: 


Mortgage interest on personal residence 

Loan interest on fully equipped motor home 
Doctor’s fee for a face-lift for Mrs. Reyes 
Dentist’s fee for a new dental bridge for Mr. Reyes 
Vitamins for the entire family 

Real estate property taxes paid 

DMV fees on motor home (tax portion) 

DMV fees on family autos (tax portion) 

Doctors’ bills for grandmother 
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$11,081 


3,010 
8,800 
3,500 

110 


$ 5,025 


1,044 
436 
2,960 


Nursing home for grandmother 9,200 


Wheelchair for grandmother 1,030 
Property taxes on boat 134 
Interest on personal credit card 550 
Interest on loan to buy public school district bonds 270 
Cash contributions to church (all the contributions were 4,100 
in cash and none more than $250 at any one time) 

Cash contribution to man at bottom of freeway off-ramp 25 
Contribution of furniture to Goodwill—cost basis 4,000 
Contribution of same furniture to listed above Goodwill 410 
—fair market value 

Tax return preparation fee for 2016 taxes 625 

Required 


Prepare a Form 1040, Schedule A, and Schedule B for the completion of 
the Reyes’s tax return. They do not want to contribute to the presidential 
election campaign and do not want anyone to be a third-party designee. 
For any missing information, make reasonable assumptions. 


COMPREHENSIVE PROBLEM 3 


With Emphasis on Schedule C 


Christian Everland (SS# 412-34-5670) is single and resides at 3554 Arrival 
Road, Apt. 6E, Buckhead, GA 30625. 
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Last year Christian started his own landscaping business. He now has 
two employees and had the following business results in 2017: 


Revenue $63,500 
Expenses 
Wages $12,500 
Payroll taxes 956 
Fuel 3,900 
Repairs 2,345 
Assets 
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Truck, used 100% for business. Original cost of $22,000. 
Purchased on 03/01/17. 


Mower #1. Original cost of $4,500. Purchased new on 
01/05/17. 


Mower #2. Leased for $200 per month for all of 2017. 


Other business equipment. Original cost of $4,000. Purchased 
new on 01/05/17. 


Christian has no other income, does not itemize, and has no dependents. 
He paid four quarterly federal tax estimates of $1,000 each. 


Required 

Prepare Christian’s 2017 Form 1040 and supplemental schedules. 
Schedule C, Form 4562, and Schedule SE are required. He wants to 
contribute to the presidential election campaign and does not want anyone 
to be a third-party designee. Christian had qualifying health care coverage 
at all times during the tax year. For any missing information, make 
reasonable assumptions. 


COMPREHENSIVE PROBLEM 4 


With Emphasis on Schedule C 


Shelly Beaman (social security number 412-34-5670) is single and resides 
at 540 Front Street, Ashland, NC 27898. 


Shelly’s W-2 wages $55,800 
Federal withholding 10,044 
Social security wages 55,800 
Social security withholding 3,460 
Medicare withholding 809 
State withholding 3,348 

1099-INT New Bank 532 

1099-DIV XYZ, Inc. 

Ordinary dividends 258 
Qualified dividends 258 


Shelly had the following itemized deductions: 
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State income tax withholding (from W-2) $ 3,348 


State income tax paid with 2016 return 600 
Real estate tax 4,200 
Mortgage interest 11,800 
Charitable contributions 2,500 
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Shelly also started her own home design consulting business in March 
2017. The results of her business operations for 2017 follow: 


Gross receipts from clients $154,000 
Vehicle mileage 21,000 business miles (2,100 per month) 

32,000 total miles during the year 

2010 Chevy Suburban 

Placed in service 03/01/17 
Postage (750) 
Office supplies (1,500) 
State license fees (155) 
Supplies (5,300) 
Professional fees (2,500) 
Design software (1,000) 
Professional education programs (registration) (550) 
Travel to education program 

Airplane (350) 


Lodging $1 19/night x 3 nights 
Meals per diem 3 days 


Business Assets Date Purchased Cost 

Laptop 6/08/17 $ 2,500 
Computer 3/05/17 5,700 
Printer 3/01/17 1,800 
Copier 6/02/17 1,700 
Fumiture 4/01/17 5,000 
Building 3/01/17 175,000 
Phone (600) 
Internet service (450) 
Rent (8,300) 


Insurance (1,700) 


Shelly made a $29,000 estimated tax payment on September 15, 2017. 
Required 


Prepare Shelly’s Form 1040 for 2017 including all of the supplementary 
schedules. Schedule A, Schedule B, Schedule C, Form 4562, and Schedule 
SE are required. Section 179 is elected on all eligible assets in 2017. She 
wants to contribute to the presidential election campaign and does not 
want anyone to be a third-party designee. Shelly had qualifying health care 
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coverage at all times during the tax year. We have provided filled-in 
source documents that are available in Connect. For any missing 
information, make reasonable assumptions. 


COMPREHENSIVE PROBLEM 5 


With Emphasis on Schedule D 

Matthew Flaws is a single taxpayer and lives at 5670 Sierra Drive, 
Honolulu, HI 96822. He has income from a job as a marketing 
representative, interest income, dividend income, and stock investments. 
Some of his investments are in a mutual fund. His social security number 
is 412-34-5670. 
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For the tax year 2017, Matthew had the following income information: 


Wages $118,000 
Social security tax withholding 7,316 
Medicare tax withholding 1,711 
Federal income tax withholding 17,350 
State income tax withholding 3,600 


Matthew had the following investment income: 


Foundation Bank 1099-INT $ 1,763 

Great Return Mutual Fund 1099-INT 500 

Great Return Mutual Fund 1099-DIV 700 (ordinary dividends) ($0 
Qualified) 

Great Return Mutual Fund 1099-DIV 3,632 (capital gain 

CGD distribution) 


Matthew had the following investment sales: 


A 1099-B from Great Return Mutual Fund for the sale of 100 shares of 
the fund. Matthew had purchased 50 shares on September 21, 2016, for 
$650; 50 shares on October 1, 2016, for $500; and 50 shares on 
November 30, 2016, for $800. He sold 100 shares on June 13, 2017, for 
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$700. Matthew uses the average cost method to calculate the cost basis of 
his fund shares. 

A 1099-B from XYZ Brokerage Company for $5,500 gross proceeds 
from the October 21, 2017, sale of 50 shares of Liquid Rhino Marketing. 
The shares were originally purchased on October 22, 2016, for $2,500. 

A 1099-B from ABC Brokerage Company for $2,000 gross proceeds 
from the November 2, 2017, sale of 60 shares of Crestwood Company. 
Matthew originally inherited the shares from his grandfather on February 
18, 2017. The shares had an FMV of $2,500 on his grandfather’s date of 
death. His grandfather originally purchased the shares for $400 in 1990. 


Other information: 
Matthew had a capital loss carryover from 2016; $1,990 short-term. 


Matthew had the following itemized deductions: 


Medical insurance premiums $ 5,000 
Real estate taxes 6,210 
Home mortgage interest (Form 1098) 21,600 
Cash charitable contributions 2,000 
Tax preparation fee 200 


Matthew does not want to contribute to the presidential election campaign 
and does not want anyone to be a third-party designee. Matthew had 
qualifying health care coverage at all times during the tax year. 

Required: 

Complete the 2017 tax return for Matthew Flaws. For any missing 
information, make reasonable assumptions. 
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COMPREHENSIVE PROBLEM 6 


With Emphasis on Schedule D 


Debra Simon is a single taxpayer. She is employed as a corporate attorney 
and lives at 1400 Sand Dollar Circle, Sandville, FL 33868. Her social 
security number is 412-34-5670. 

For tax year 2017, Debra had the following income information: 
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Wages $155,000 


Social security withholding 7,886 
Medicare withholding 2,248 
Federal income tax withheld 34,550 
State income tax withheld —0— 
New Bank 1099-INT 5,500 
Hope Bank 1099-INT 3,875 


Debra had the following stock transactions during 2017. A 1099-B was 
received for the proceeds of each sale: 


Transaction Purchased Sold Proceeds Cost Sale Expenses 
300 sh. IBM 01/05/10 5/11/17 $ 16,500 $14,100 $ 875 
200 sh. SMI 01/05/10 5/15/17 41,000 41,800 2,050 
100 sh. BMI 03/05/16 4/12/17 10,500 11,400 525 
300 sh. ABC 07/05/17 9/15/17 16,500 14,100 825 
300 sh. DDC 05/12/17 10/11/17 45,000 51,000 2,250 
300 sh. PPC 01/05/10 5/11/17 5,000 2,800 250 
4,000 sh. LLP Inherited 12/11/17 436,000 21,800 
1,500 sh. QQM Inherited 5/11/17 41,325 j 2,066 


* Debra inherited the LLP stock and the QQM stock when her father passed away on May 1, 2017. Debra’s father 
purchased the LLP stock in 1966 for $35,000. The FMV of the LLP stock at the date of death was $415,500. The 
QQM stock was purchased by Debra’s father on February 6, 2016, for $49,000. The FMV of the QQM stock at the 
date of death was $49,600. 


Debra also sold her wine collection for $38,000. She had purchased the 
wine on January 5, 2012, for a total of $19,000. 

Debra has a capital loss carryover from 2016 of $11,700: $3,000 short- 
term and $8,700 long-term. 

Debra rents a condo (no mortgage interest) and lives in Florida (no 
state income tax). Thus she claims the standard deduction. 


Required 

Complete the 2017 tax return for Debra Simon. You do not need to 
complete the loss carryover worksheet but do need to enter the carryover 
amount in the appropriate place on Schedule D. She wants to contribute to 
the presidential election campaign and does not want anyone to be a third- 
party designee. Debra had qualifying health care coverage at all times 
during the tax year. For any missing information, make reasonable 
assumptions. 


COMPREHENSIVE PROBLEM 7 
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With Emphasis on Schedule E 

Chris and Stefani Watanabe live with their two boys at 1400 Victoria 
Lane, Riverside, CA 92501. Chris is an accountant who has his own 
accounting practice. Stefani is an elementary school teacher. Their sons, 
Justin and Jordan, are ages 13 and 10, respectively. The following is 
additional information regarding the Watanabes. 
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Social security numbers for the Watanabe family: 


Chris 412-34-5670 
Stefani 412-34-5671 
Justin 412-34-5672 
Jordan 412-34-5673 


They paid $4,500 to Friendly Hills Child Care center for after-school care 
for both Justin and Jordan, allocated equally. The address is 2 River Dr, 
Riverside, CA and their ID number is 22-1234567. 

Stefani’s W-2 from the Riverside school district showed the following: 


Wages= $ 
56,925.04 
Federal W/H= $ 
9,085.90 
Social security wages = $ 
56,925.04 
Social security W/H= $ 
3,529.35 
Medicare wages = $ 
56,925.04 
Medicare WH= $ 
$825.41 
California W/H = $ 
2,105.75 


Chris’s accounting business is located in downtown Riverside. His 
business had the following income and expense information for the year: 
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Gross revenues $165,000 


Expenses: 
Advertising $ 2,100 
Insurance 1,200 
Legal fees 10,500 
Office supplies 800 
Rent 24,000 
Travel 6,945 
Meals and entertainment 2,400 
Utilities 2,800 
Wages 34,000 
Dues 650 


Additionally, Chris and Stefani paid the following expenses during the 
year: 


Medical and dental expenses $ 4,500 
Property tax (home on Victoria Lane) 3,750 
State income taxes with the 2016 return 3,900 
Donations to the church (cash) 3,500 
Mortgage interest (home on Victoria Lane) 14,900 


Stefani paid $950 in classroom expenses for her class 


Chris and Stefani also earned $975 of interest income from California 
Bank during the year. 

Lastly, Chris and Stefani own a three-bedroom cabin in Big Bear Lake 
(they bought it in January of 2005 for $300,000). The address is 3105 
Stonehedge Road, Big Bear Lake, CA 92315. They did not use the 
property for personal use at any time during the year. The revenue and 
expenses for the Big Bear Lake rental property are as follows: 
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Rental income $18,000 
Expenses: 
Insurance $ 1,200 
Property taxes 2,900 
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Auto (standard mileage) 267 


Management fees 1,600 
Repairs and maintenance 1,100 
Mortgage interest 9,000 
Depreciation Calculate 
Utilities 450 


The Watanabes also made $15,000 and $9,000 in federal and California 
estimated income tax payments on 12/31/17, respectively, during the year. 


Required 

Prepare the Watanabes’ federal tax return for 2017. Use Form 1040, 
Schedule A, Schedule C, Schedule E, Schedule SE, and any additional 
schedules or forms they may need. The Watanabes had qualifying health 
care coverage at all times during the tax year. They do not want to 
contribute to the presidential election campaign, and they do not want 
anyone to be a third-party designee. For any missing information, make 
reasonable assumptions. 
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Appendix C 


Concept Check Answers 


CHAPTER 1 
Concept Check 1-1 


Progressive, proportional, regressive. 
Proportional. 
Progressive. 


Concept Check 1-2 


True. 


25%. For a married couple, the marginal rate is 25% for taxable income 
between $75,900 and $153,100. 


False. The average tax rate is the percentage that a taxpayer pays in tax 
given a certain amount of taxable income. The marginal tax rate 
represents the proportion of tax that he or she pays on the next dollar of 
taxable income. 


False. All tax returns conform to the basic formula. 


Concept Check 1-3 


False. Only taxpayers with a simple tax structure who meet six criteria 
can file Form 1040EZ. 
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False. To file Form 1040EZ, a taxpayer must be under age 65. 


True. With the fact pattern provided, Erma meets the six criteria and can 
file Form 1040EZ. 


Concept Check 1-4 
Wages, unemployment compensation, and interest. The category wages 
includes salary and tips. 
Form 1099-G. 
Single, married filing jointly. 

Concept Check 1-5 
True. Taxpayers must use the tax tables if their income is under 
$100,000. If taxpayers are eligible to use Form 1040EZ, they must have 


income under $100,000 (otherwise they would not be eligible to use the 
form). 


$14,796. 
$14,793. 


False. The payment is the greater of 2.5% or a flat dollar amount based 
on the number of family members. 


Concept Check 1-6 


False. Taxpayers pay an estimate of their tax liability during the year with 
income tax withholdings or quarterly estimated tax payments. 

Required to pay, $392. 

False. An Earned Income Credit is subtracted from the tax liability. 


Concept Check 1-7 
Ways and Means. 
The Internal Revenue Code. 


True. For any action to become law, both houses of Congress and the 
president must agree. 


Concept Check 1-8 


False. Statutory tax authority (the law) takes precedence over all other 
types of tax authority. 
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False. Revenue Procedures are issued by the IRS for use by all taxpayers. 


IRS Treasury Regulations. See Table 1-6. 
Concept Check 1-9 


False. Tax cases can be appealed to the U.S. Supreme Court. 


False. The taxpayer can file a suit with the Tax Court, the district court, 
or the Court of Federal Claims. 


Tax. The advantage of using the Tax Court is that the taxpayer does not 
need to pay the IRS’s proposed assessment prior to trial. 
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CHAPTER 2 
Concept Check 2-1 


False. A taxpayer should use the simplest form that is appropriate for his 
or her situation. This approach will save the taxpayer and the IRS time 
and money. 


True. Adjusted Gross Income (AGI) is an important concept because 
several deductions and credits depend upon the AGI amount. Some 
examples are the medical deduction and the Earned Income Credit. 


Concept Check 2-2 
True. Yes, couples in the process of obtaining a divorce (where the 
divorce is not yet final) can file a joint return. 


True. The social security number and full name of the spouse must be 
shown on the return. 


False. The surviving spouse must also meet another rule that states the 
household needs to be the principal place of abode for the entire year 
(except for temporary absences) of both the taxpayer and a child, 
stepchild, or adopted child who can be claimed as a dependent by the 
taxpayer. 


Concept Check 2-3 
True. The amount of the personal exemption is $4,050 for 2017. On a 


joint return, the taxpayer is entitled to two personal exemptions: one 
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exemption for himself or herself and another one for his or her spouse, 
for a total of $8,100. 


Concept Check 2-4 


In addition to the dependent taxpayer test, joint return test, and citizen or 
resident test, a qualifying child must meet the following five tests: 
relationship test, age test, residency test, support test, and special test for 
qualifying child of more than one taxpayer. 


The child must be under 19 years of age, or under 24 years of age and a 
full-time student. For years after 2008, the child must be younger than the 
person claiming the dependency. 


Concept Check 2-5 
False. A taxpayer must meet all of the four tests in order to be a 
qualifying relative. 


False. A qualifying relative cannot earn an amount equal to or greater 
than the exemption amount, which is $4,050. 


Concept Check 2-6 


The amount of the standard deduction is 
Taxpayer is single, 42 years of age, and blind = 7,900 ($6,350 + $1,550). 
Taxpayer is head of household, 37 years of age, and not blind = $9,350. 


Taxpayers are married filing jointly, the husband is 67 and the wife is 61 years of 
age, and neither is blind = $13,950 ($12,700 + $1,250). 


Concept Check 2-7 
Tax for the single taxpayer is $4,728 and for the married taxpayers is 
$9,226. 
The limitation for FICA (social security) for the year 2017 is $127,200. 
Concept Check 2-8 
The failure to file a tax return penalty does not apply because the 
taxpayer filed an extension before his or her return was due. However, 


the failure to pay does apply. The amount is $30 ([$3,000 x 0.5%] 2 
months). 


True. The IRS can assess criminal penalties in addition to civil penalties. 
The former are applicable to tax evasion, willful failure to collect or pay 
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tax, and willful failure to file a return. 


CHAPTER 3 
Concept Check 3-1 


In general, an individual must recognize income on his or her tax return if 
a transaction meets all of the following three conditions: There must be 
an economic benefit; there must actually be a transaction that has reached 
a conclusion; and the income must not be tax-exempt income. 


True. Certain income is statutorily excluded from taxation and will not be 
included in gross income even though the other two conditions are met. 
An example is tax-exempt interest. 


Concept Check 3-2 
True. According to Reg. $ 1.61-1(a), income may be realized in any 
form, whether in money, property, or services. 


True. Receipt of property or services serves to trigger income 
recognition. Furthermore, taxpayers recognize income even if they 
receive it indirectly. 
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False. Interest is taxable if received from state or local bonds issued for 
private activities, such as convention centers, industrial parks, or 
stadiums. 


False. Schedule B is required if an individual receives over $1,500 of 
interest for the tax year. 


Concept Check 3-4 


True. Qualified dividends (1) are made from the earnings and profits of 
the payer corporation and (2) are from domestic corporations or qualified 
foreign corporations. 


False. Corporations normally pay dividends in the form of cash, but they 
may pay them in property or anything of economic value. The basis of 
the property received as a dividend in the hands of the shareholder is the 
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property’s fair market value at the date of distribution. 
Concept Check 3-5 

The amount is $27,750 (22,000 + 4,500 + 1,250). 
Concept Check 3-6 


Items such as jury duty and gambling winnings are listed under line 21 of 
the Form 1040. 


Concept Check 3-7 


False. It is not taxable. This is an example of a de minimis benefit whose 
value is so small that keeping track of which employees received the 
benefit is administratively impractical. 


True. It is not taxable. The individual must be a degree-seeking student at 
an educational institution and must use the proceeds for qualified tuition 
and related expenses (tuition, fees, books, supplies, and equipment). If 
the scholarship or fellowship payment exceeds permitted expenses, the 
excess is taxable income. 


Concept Check 3-8 
True. The law limits the ability of taxpayers to create debt instruments 
with interest rates that materially vary from market rates on the date the 


instrument is created. Imputing interest will reallocate payments such that 
more of the payment will be interest and less principal. 


True. If someone purchases a debt instrument (such as a bond) from an 
issuer for an amount less than par, the transaction creates original issue 
discount (OID). The initial OID is equal to the difference between the 
acquisition price and the maturity value. 


CHAPTER 4 
Concept Check 4-1 


At least half-time at an eligible educational institution. 
Tuition and fees. 
$135,000. 

Concept Check 4-2 
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Self-employed. 

Nontaxable. 

Form 8889 and Form 1040. 
Concept Check 4-3 


False. Under current IRS regulations, moving expenses can be deducted 
only as a for AGI, or above-the-line, deduction. 


False. In order to deduct moving expenses, taxpayers must meet both 
tests in addition to the employment test. 


True. To the extent that the employer reimburses the employee for 
moving costs, those costs cannot be deducted. However, if the total 
moving expenses exceed the reimbursement, those expenses in excess of 
the reimbursement can be deducted. 


Concept Check 4-4 
Net earnings. 
For 2017, the employee’s portion is calculated at 7.65%. 
$200,000. 

Concept Check 4-5 


False. For self-employed individuals, the deduction is 100% of the costs. 


False. The limitation on this deduction is that taxpayers cannot deduct the 
cost of premiums that exceeds net earnings from self-employment. 


True. If the taxpayer is entitled to participate in any subsidized health 
plan maintained by any employer of the taxpayer or of the taxpayer’s 
spouse, a deduction is not allowed. 


Concept Check 4-6 


As an above-the-line deduction. 
Form 1099-INT. 
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False. Alimony payments can be made only in cash. If the payment 


1140 


consists of property, it is a property settlement. 


False. As long as the couple is legally separated and there is a written 
agreement requiring payments, it will be classified as alimony. 


True. If alimony payments decrease sharply in the second or third year of 
payment, this is a signal that the nature of the payments might be a 
property settlement, not alimony. 


Concept Check 4-8 


900 hours. 
$500. 


Home schooling and non-athletic supplies for health or PE classes. 


CHAPTER 5 
Concept Check 5-1 


10.0% of AGI. 
Actually paid. Payment by credit card meets this standard. 
Insurance reimbursement. 
Age. 
Concept Check 5-2 
True. In addition, the two other criteria are that it must be on personal 


property and the property must be assessed, at a minimum, on an annual 
basis. 


False. When property is sold during the year, both the buyer and the 
seller receive a deduction for a portion of the real estate tax paid 
according to the number of days each owner held the property. 


False. The tax benefit rule states that if you receive a refund of that 
expense that was previously deducted on the tax return, you are required 
to include that refund in income when it is received. 


True. But generally most taxpayers receive a greater benefit by taking the 
credit. 


Concept Check 5-3 


Acquire, construct, or substantially improve. 
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$1,000,000. 
Net investment. 
1%. 
Concept Check 5-4 
False. Charitable contributions can be taken only as an itemized 
deduction. 


False. The overall limitation on the deductibility of charitable 
contributions is 50% of AGI. The 30% limit relates to the contribution of 
appreciated capital gain property. 


True. If noncash gifts are worth over $500, the taxpayer must file Form 
8283. 


Concept Check 5-5 
Sudden, unexpected, or unusual nature. 
Form 4684 and then carried to Form 1040. 
Two; $100. 
10%. 
Concept Check 5-6 
False. The threshold is 2% of AGI. 
True. The amount calculated there goes to line 21 of the Schedule A. 


False. The law does allow a deduction for uniforms required for 
employment as long as they would not usually be worn away from work. 
The accountant’s blue suit would not fall into this category. However, a 
police officer’s uniform would qualify for the deduction. 


Concept Check 5-7 
Limit. 
3%; 80%. 


CHAPTER 6 
Concept Check 6-1 


False. Schedule C is used only for an activity in which the individual is 
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self-employed, not an employee. 


False. Any income received by the self-employed taxpayer is taxable and 
should be included on Schedule C. Not all individuals or organizations 
are required to send a 1099-MISC to the self-employed individual. 


True. If inventory is a material item, it must be accounted for using the 
accrual method of accounting. The cash method can be used for all other 
items. 


Concept Check 6-2 


Ordinary, necessary, and reasonable. 


Illegal bribes, kickbacks, and other such payments; payments for certain 
lobbying and political expenses; payments for fines and penalties. 
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Concept Check 6-3 
$1,300. When an asset is transferred from personal use to business use, 
the depreciable basis is the lesser of cost or FMV at transfer. 


$17,600. The adjusted basis at the end of year 1 is the cost less the 
accumulated depreciation ($22,000 - $4,400). 


Concept Check 6-4 


B. Autos are 5-year property under the MACRS rules. 


C. An apartment complex is considered residential real property and thus 
has a 27.5-year life under the MACRS rules. 


D. A warehouse is considered nonresidential real property and thus has a 
39-year life under the MACRS rules. 


Concept Check 6-5 


False. A taxpayer must use the half-year convention for personal property 
unless more than 40% of the basis is purchased in the last quarter of the 
year; then mid- quarter is required. The taxpayer must use the mid-month 
convention for real property. 


True. If more than 40% of the basis of personal property is purchased in 
the fourth quarter, the taxpayer must use the mid-quarter convention. 


True. The only time the half-year convention is not used is when more 
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than 40% of the personal property is purchased in the fourth quarter. 


False. Because an apartment complex is residential real property, the 
mid-month convention is required. 


True. Once the convention is established, it never changes for an asset. 
Thus if one half-year of depreciation is taken in the year of purchase, then 
one half-year of depreciation should be taken in the year of disposal. The 
same is true for mid-quarter and mid-month assets. 


Concept Check 6-6 


$1,715. Equipment is a 7-year asset ($12,000 x 14.29%). 


$1,049. 2018 would be the third year of depreciation, and the table 
percentage is 17.49% for year 3. But only one-half of a year of 
depreciation would be allowed ($12,000 x 17.49% x 1). 


$9,501. An apartment complex is 27.5-year, mid-month property 
purchased in March. The appropriate percentage is the third column of 
Table 6A-6 ($330,000 x 2.879). 


Concept Check 6-7 


$12,000 in § 179 expense and $0 additional MACRS depreciation. 


$510,000 in § 179 expense (up to the limit of $510,000 for 2017) and 
$3,573 in 7-year MACRS depreciation ($25,000 remaining basis X 
14.29%). 


Concept Check 6-8 
C. $25,000 in 8 179 expense and $2,800 in MACRS depreciation 
([$39,000 - $25,000] x 20%) is allowed. The total is $27,800. 


C. $25,000 x 80% business use = $20,000 in § 179 expense and $2,224 in 
regular depreciation ([$39,000 x 80%] - $20,000 § 179) x 20% (5-year 
MACRS percentage). The total is $22,240. 


Concept Check 6-9 
False. The standard mileage rate incorporates depreciation into the 


mileage rate. A taxpayer uses either the standard mileage rate or the 
actual costs of operations including depreciation. 


False. Transportation costs are deductible for all business travel except 
for commuting. 
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True. Once overnight rest is required with business travel, the taxpayer 
can then deduct meals and lodging. 


True. Subject to the 50% limitation, a taxpayer can use the standard per 
diems of $51/day. The per diems are higher in high-cost areas. 


True. Subject to the 50% limitation, a taxpayer can deduct entertainment 
costs for clients assuming they are ordinary, necessary, and reasonable. 


Concept Check 6-10 


D. The external painting is an indirect cost and is deductible based on the 
business use ratio ($3,000 x 20%). The office painting is a direct expense 
and is 100% deductible. 


B. The home office expenses are deductible only to the extent of 
Schedule C income. Clients do not have to be seen at the home office, 
and § 179 is never allowed on real property. The home office can be 
depreciated over 27.5 years as residential real estate. 


C. A business casualty loss when a property is partially destroyed is 
calculated using the lesser of the decrease in FMV or the adjusted basis 
of the property. 
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Concept Check 6-11 


True. Typically, if an activity has shown a profit for three of five 
consecutive years, the activity is not considered a hobby. The burden of 
proving the activity is a hobby shifts to the IRS. 


True. The expenses from a hobby can be used only to offset income from 
the hobby. Thus no net loss can occur. 


True. Expenses such as real estate taxes and mortgage interest must be 
the first expenses deducted from hobby income. Otherwise these 
expenses could be deducted elsewhere (Schedule A) once all of the 
hobby income was offset. 


False. If the educational costs help qualify the taxpayer for a new trade or 
business, the educational costs are not deductible. 


Concept Check 6-12 


$6,076. $43,000 x 92.35% x 15.3%. 
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$1,152. $43,000 x 92.35% x 2.9%. Kia has already paid through her 
employer the maximum amount of wages subject to social security. Kia 
still must pay Medicare because there is no limit. 


$5,306. $43,000 x 92.35% x 2.9% = $1,152 for Medicare. Because Kia 
has not reached the social security limit, an additional $4,924 of social 
security must be paid ($127,200 — $85,000 = $42,200 limit left; $43,000 
SE x 92.35% x 12.4%). 


CHAPTER 7 

Concept Check 7-1 
False. The gain or loss is the difference between the amount realized 
from the sale and the asset’s adjusted basis. 


False. Form 4797 is used to record the gain or loss from an asset used in a 
trade or business. 


True. 

Concept Check 7-2 
False. Inventory sold by a company appears on the income statement as 
the cost of goods sold and then on Schedule C for a sole proprietorship. 
C. Property used in a trade or business. 


False. Assets considered short-term are held for less than one year and 
are considered to be ordinary income assets. 


True. 
True. 


Concept Check 7-3 


False. When an ordinary asset is sold, the gain or loss is termed an 
“ordinary gain or loss.” 


The distinction is important because of the preferential tax rate treatment 
on capital gains versus ordinary gains. 


True. 
Concept Check 7-4 


B. The tax treatment of a capital asset varies only if there is a gain. 


1146 


Losses are included for the netting process. 
True. 


False. Inherited property is always long-term property regardless of how 
long the asset belonged to the decedent or beneficiary. 


False. The surtax is charged when MAGI is over the threshold amounts. 


Collectible gains 28% 
8 1202 gains 28% 
Unrecaptured § 1250 gains 25% 
Taxpayer’s regular rate > 25% and < 39.6% 
Taxpayer’s regular rate < 25% 15% 
Taxpayer’s regular rate is > 35% 0% 
20% 


Concept Check 7-5 


False. Losses are ordinary and fully deductible. 
True. 


Depreciation recapture rules transform some or all of a § 1231 gain into 
an ordinary gain. 

§ 1245 property is personal trade or business property subject to 
depreciation. § 1250 property includes depreciable real property used in a 
trade or business that has never been considered § 1245 property. 


Unrecaptured gain is taxed at a 25% rate for all straight-line depreciation 
taken on the property. Recaptured gain is taxed at ordinary rates to the 
extent the depreciation taken exceeds straight-line depreciation. 


Concept Check 7-6 


First in, first out—The first shares purchased are the first shares sold. 
This results in the largest gain when the value of the mutual fund units 
appreciates. 


Specific identification—The taxpayer specifies exactly which units are for sale 
from the fund. 


Average basis—The taxpayer takes the total cost basis and divides by the total 
number of units to get an average cost per unit (single category). 


True. 


False. The basis for property given as a gift depends on whether the FMV 
was higher or lower than the basis at the date of the gift. 
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False. The tax treatment of a gain on the sale of inherited property is 
always considered to be held long term regardless of the holding period 
of the deceased. 
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CHAPTER 8 
Concept Check 8-1 
True. Income and expenses associated with rental property are reported 


on Schedule E unless the taxpayer is a real estate professional and the 
rental activity is considered a trade or business. 


False. All ordinary and necessary expenses related to a rental property are 
deductible in the current year, but capital improvements must be 
depreciated and deducted over the useful life of the asset category. 


True. Rental property is depreciated over 27.5 years for residential and 39 
years for nonresidential using the straight-line method. 


False. The income and expenses associated with a rental property that is 
considered to be the taxpayer’s trade or business are reported on 
Schedule C. 


False. Expenses paid by the tenant or services provided in lieu of rent 
payments are components of rental income and must be reported at the 
fair market value. 


Concept Check 8-2 


B. Primarily personal; rented less than 15 days. 


A. Primarily rental; rented 15 days or more or personal use was less than 
10% of rental days (i.e., less than 18 days). 


A. Primarily rental; rented 15 days or more and personal use was no more 
than 14 days. Only 9 days of the 16 days are considered personal days 
because Darren worked for 7 days repairing the property. 


C. Personal/rental; rented 15 days or more and personal use was more 
than 14 days. 


Concept Check 8-3 


Personal/rental. The property was rented for 75 days and used for 
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personal use for 30 days. Rental property used for personal use more than 
14 days (or 10% of days rented) and rented for 15 days or more is 
categorized as personal/rental. 

$6,000 x 75/105 = $4,286 


1.000 x 75/105= 714 
1,400 x 75/105 = 1,000 
800 x 75/105= 571 


2,000 x 75/105 = 1,429 
Allocated expenses $8,000 


$6,000 x 75/365 = $1,233 


1,000 x 75/365= 205 
1,400 x 75/105= 1,000 

800 x 75/105= 571 
2,000 x 75/105= 1,429 


Allocated expenses $4.438 


4. Rental income $15,000 
Allocated 8,000 
expenses 
Net income $ 7,000 


Concept Check 8-4 
Schedule C. Royalty received as a result of a trade or business should be 
reported on Schedule C. 


Schedule E. Royalty produced by an investment should be reported on 
Schedule E. 


Schedule C. Readings based on books written are not royalties but 
payment for services performed and should be reported on Schedule C. 


Schedule E. Royalties are payments received for the right to use 
intangible property. The payments are for the use of Jane’s textbook. 


Concept Check 8-5 
True. Flow-through entities supply each owner with a K-1 indicating his 
or her share of income, expenses, or losses. 


False. Ordinary income from an S corporation is not considered self- 
employment income. 


True. Partners, shareholders, or owners of flow-through entities must 
report their K-1 information on their individual tax returns on a Form E. 


True. A taxpayer is allowed up to $25,000 of rental losses against other 
nonpassive income subject to limitations and phaseouts. 
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CHAPTER 9 
Concept Check 9-1 


$600 

$4,500 is more than maximum allowed, so use $3,000 x 20% = $600. 
$4,500 

$500 x 9 months = $4,500; although expenses of $6,000 do not exceed 
the maximum allowed, the amount used cannot be greater than $4,500 
because Katie is a student. 


$570 
$2,900 - $1,000 = $1,900 x 30% = $570 
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Concept Check 9-2 
1. $150 
Base amount $7,500 
Less social security 1,000 
Less % of AGI 5,900 
over $10,000 — 
Allowable base 1,000 
amount 
Applicable % x 15% 
Credit $ 150 


Concept Check 9-3 


$ 580 

$2,900 x 20% = $580 

$1,113 

100% of first $2,000 and 25% of second $900 is the credit allowed of 
$2,225. However, the credit is phased out due to AGI. 

$2,225 x ($90,000 - $85,000/$10,000) = $1,113 


$0 


Her AGI is greater than the maximum phaseout amount. 


$740 
($1,600 + $2,100) x 20% = $740 
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Concept Check 9-4 


$2,240 
($8,000/$63,000) x $17,640 = $2,240 (less than foreign tax paid of 
$2,500) 


Concept Check 9-5 
$1,900 


$1,000 per child x 2 = $2,000; however, limitations apply due to AGI 
($112,000 - $110,000)/$1000 = 2; therefore, $2,000 - (2 x $50) = $1,900 


Concept Check 9-6 

$150 

$1,500 x 10% = $150 

$1,000 

$2,000 x 50% = $1,000 ($2,200 over the maximum allowed) 
Concept Check 9-7 


$ 0 in 2016. 
$13,570 in 2017. 
$10,500 + $3,950 = $14,450; however, the maximum allowed is $13,570. 


$13,075 

$16,000 is more than the maximum of $13,570, so use $13,570. The 
credit must be phased out because of AGI as follows: 

$13,570 x ([$243,540 — $205,000]/$40,000) x $13,570 = $13,075 


Concept Check 9-8 


$3,400 

$2,110 

$3,400 (maximum credit) - ([$32,000 - $23,930] x 15.98%) = $2,110 
3a. $5,616 


3b. $4,816 refund 
$5,616 credit — $800 tax liability = $4,816 refund; EIC is a 
refundable credit. 


Concept Check 9-9 


No. The premium tax credit is only available to taxpayers with household 
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income between 100% and 400% of the federal poverty level for the 
taxpayer’s family size. 


.0966 


CHAPTER 10 
Concept Check 10-1 


True. 
True. 
Concept Check 10-2 
False. They are also levied on noncash compensation as well as cash 
compensation other than through wages and salary. 


False. Form W-4 is completed by the employee so the employer knows 
how much to withhold in federal income tax from the employee’s 
compensation. 


$52 if you use the wage bracket table, $51.03 if you use the percentage 
method. 


$7,886.40 (limit $127,300) in social security and $1,892.25 in Medicare 
taxes (no limit). 


False. Only tips in excess of $20 per month are subject to tax 
withholding. 
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Concept Check 10-3 


False. New employers start as monthly schedule depositors. If in any one 
day tax liability equals $100,000, they become semiweekly schedule 
depositors. 


False. The lookback period runs from the quarters starting July 1 of the 
current year through June 30 of the next year. 


True. 


False. A penalty is assessed only on the amount of tax that was not 
deposited on time. 
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True. 
Concept Check 10-4 


True. 
A. 


Individuals who employ household workers and do not withhold any 
taxes during the year. The schedule is attached to the taxpayer’s Form 
1040. 


They paid any one household employee wages of $2,000 or more in 
2017, federal income taxes were withheld from employee wages, and 
household wages of at least $1,000 were paid to all household workers 
combined in any calendar quarter in 2016 or 2017. 


Concept Check 10-5 


True. 


Copy A is sent to the Social Security Administration along with Form W- 
3, which is the transmittal form. They are due January 31, 2018. 


An employer who must correct an employee’s W-2 must file Forms W- 
2C and W-3C as soon as possible. 


The penalties for incorrectly preparing W-2s range from $50 per return to 
$260 per return with a maximum depending on the size of the business. 
Also a penalty of $530 per return (with no maximum) for intentional 
disregard for filing requirements. 


Concept Check 10-6 


Method 1: Withhold at a flat rate of 25%. If taxes are withheld from 
regular wages, add the two amounts together, calculate the tax as if they 
are one payment, and subtract the amount of withholding already taken 
out of the employee’s wages. Method 2: If taxes are not already withheld 
from regular wages, add the two amounts together, and calculate the tax 
as if they are one payment. 


True. 


Form W-9 is used for U.S. persons (including resident aliens) to 
document their taxpayer identification number (TIN). This form must be 
on file by the payer. 


$50 for each failure unless the failure is due to reasonable cause, not to 
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willful neglect. If the taxpayer makes false statements with no reasonable 
basis that result in backup withholding, a penalty of $500 is assessed. 
There can also be criminal penalties including fines and imprisonment. 


False. There is no way of knowing whether the taxpayer will overpay and 
have a refund. The estimated payments contribute by having taxpayers 
pay additional taxes to limit the amount of possible underpayment. 


CHAPTER 11 
Concept Check 11-1 


False. Tax is only delayed (deferred), not forgiven. 
Distribution. 
False. Itis an example of an employer-sponsored plan. 


Employer-sponsored plans include qualified pension and profit-sharing 
plans, 401(k) or 403(b) plans, Keogh plans, SEPs, and SIMPLE plans. 
Choose any two. 


True. 


Concept Check 11-2 


Defined benefit, defined contribution. 

False. Some plans require employee contributions and some do not. 
$18,000. 

True. In fact, they can be used only by self-employed individuals. 
True. 


Concept Check 11-3 


Traditional IRA and Roth IRA. 
$6,500. 


False. As long as neither individual is an active participant in an 
employer plan, a deductible contribution is permitted regardless of the 
amount of AGI. 


True. 


Concept Check 11-4 
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True. 
$2,000. 
$95,000. The phaseout is complete when AGI reaches $110,000. 
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Concept Check 11-5 


True. 
True. 
210. 
310. 
True. 


Concept Check 11-6 


True. 
True. 
True. 


False. Coverdell distributions must be used for higher education expenses 
(subject to certain restrictions). If not, the distributions are taxable. 


Concept Check 11-7 


An annuity is a series of payments under a contract. 
False. 


True. 


CHAPTER 12 
Concept Check 12-1 
True. A gain is never recognized with a nontaxable like-kind exchange 


unless the taxpayer receives boot. Then gain is recognized to the lesser of 
the realized gain or the FMV of the boot received. 


True. Those are the three conditions necessary to execute a nontaxable 
like-kind exchange. 
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False. The taxpayer has 45 days to identify the replacement property and 
180 days to actually receive the replacement property. 


True. The basis in the replacement property is the adjusted basis of the 
property given up, plus the basis of boot given, plus gain recognized, less 
the FMV of boot received. This sum is typically the FMV of the property 
received less the postponed gain. 


Concept Check 12-2 
$55,000. If the building is not replaced, the insurance proceeds are treated 
as sale proceeds and the gain is recognized in full. 


Three years. The typical replacement period is two years. However, for 
real property held for use in a trade or business, the replacement period 
increases to three years. 


$10,000 gain recognized. The realized gain of $55,000 is recognized to 
the lesser of the proceeds not used for replacement or the realized gain. In 
this case, the amount not used is the lesser of the two ($10,000). 


$0 gain recognized. All of the proceeds were used to replace the property. 


$60,000 is the adjusted basis. The basis is calculated as the cost of the 
new asset less the deferred gain ($115,000 - $55,000 deferred gain). 


Concept Check 12-3 
A. The gross profit percentage is calculated by dividing the gross profit 
by the gross sales prices ($10,000/ $30,000 = 33.3%). 


B. The income recognized is $1,667 (the amount received in year two of 
$5,000 x 33.3% gross profit percentage). 


Concept Check 12-4 
True. The maximum gain exclusion is $500,000 for married taxpayers 
who file a joint return. 


False. If the move is caused by an employment change or for health 
reasons, a taxpayer is eligible for some reduced exclusion. The exclusion 
is calculated by taking a ratio of the number of days used as a personal 
residence and dividing it by 730 days. 


False. Johnny would still be allowed to exclude his gain but only to the 
maximum exclusion of $250,000. 


Concept Check 12-5 
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$0. Because Leslie sold the stock to her brother, the related-party rules 
disallow any loss deduction on the sale by Leslie. 


A. Leslie could deduct $2,000 in capital losses. In order for a corporation 
(or other entity) to be considered a related party, Leslie would have to 
have control of the corporation (greater than 50% ownership). 

B. $0. Because Leslie now has control of the corporation, she is 
considered a related party and the loss would be disallowed. 


The purpose of the wash sale rules is to disallow a tax loss where the 
ownership of a company is not reduced. Thus if a taxpayer buys similar 
stock within 30 days of a stock sale (before or after), any loss on the sale 
is disallowed. 


CHAPTER 13 
Concept Check 13-1 


D. All of the above increase the at-risk of a taxpayer. See Table 13-1 for 
all of the increases and decreases of at-risk. 


A. Nonrecourse debt does not increase the taxpayer’s atrisk. Nonrecourse 
debt is debt that the taxpayer is not personally liable for. 


C. The loss is indefinitely carried forward and can be deducted once the 
taxpayer gets additional at-risk. 
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Concept Check 13-2 


True. The only way a rental property is not a passive activity is when the 
taxpayer is a real estate professional. A rental business can qualify for 
nonpassive treatment if more than one-half of the personal services 
performed in a business during the year is performed in a real property 
trade or business and the taxpayer performs more than 750 hours of 
services in the activity. 


True. Passive losses are allowed only to the extent of passive income. 
One exception is the $25,000 offset for rental properties. 


False. The $25,000 offset is limited to $25,000 and is phased out after a 
taxpayer’s AGI reaches $100,000. 
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True. Any suspended passive losses are allowed when the activity is sold. 
Concept Check 13-3 


In order for a loss to be deducted, it must first be allowed under the at- 
risk rules. Once the loss is allowed under the at-risk rules, the passive 
loss rules are applied. 


The main reason is that passive losses are allowed when an activity is 
sold or disposed of. Thus if a taxpayer were considering the sale of a 
passive activity, he or she could lump all suspended passive losses on one 
activity and sell it. All of the losses would then be allowed. The 
allocation to all loss activities stops this potential abuse. 


The taxpayer is eligible for the $25,000 offset for rental losses. However, 
the $25,000 limit is phased out once the taxpayer’s AGI reaches 
$100,000 ([$105,000 — $100,000] x % = $2,500). Thus only $22,500 of 
the rental loss would be allowed. 


Concept Check 13-4 


True. The AGI floor for medical expenses is 10% for AMT purposes and 
regular tax for most taxpayers. Some taxpayers over 65 still get the 7.5% 
floor until after the 2017 tax year. 


True. No taxes are allowed as a deduction for AMT. Any taxes deducted 
on the regular return are added back as a positive adjustment for AMT. 


True. Personal exemptions are added as a positive adjustment for AMT 
purposes. 


True. If AMTI is greater than $187,800, the AMT rate is 28%. 


CHAPTER 14 
Concept Check 14-1 
True. The only time gain is recognized by a contributing partner is when 


the partner receives an interest for services or when he or she is released 
of a liability in excess of basis. 


True. The basis of the assets typically carries over from the partner to the 
partnership. 


False. The basis is dependent on the basis of the assets the individual 
partners contributed to the partnership. One partner could have a $0 basis 
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while the other partner might have $100,000, yet both share 50% in the 
profit and loss of the partnership. 


False. Gain must be recognized to the extent of the FMV of the 
partnership interest received for services. 


True. An increase or decrease in partnership liabilities is treated as a cash 
contribution or cash distribution and thus increases or decreases 
partnership basis. 


Concept Check 14-2 


D. All of the above can be deducted from partnership income to 
determine the net income or loss from the partnership. 


C. Any form of partnership files a Form 1065 informational return each 
year. 


D. A guaranteed payment is a payment, usually for services, that is 
determined without regard to partnership income and is deductible by the 
partnership. 


Concept Check 14-3 


All income and expense items of a partnership that may be treated 
differently at the partner level must be “separately stated.” Rental 
income/loss, capital gains/losses, and charitable contributions all can be 
treated differently at the partner level. For example, an individual partner 
can take up to $3,000 of capital losses against ordinary income while a 
corporate partner in the same partnership cannot. 


A partner is not an employee of the partnership. Thus income received by 
the partner from the partnership has no social security or Medicare 
withheld by the partnership. 


Concept Check 14-4 
True. These are two of the uses of basis. Basis is also used to determine 
the basis (or whether a gain is recognized) of property distributed. 


False. If the basis is not increased by tax-exempt income, then the exempt 
income will eventually be taxed when the partnership interest is sold. The 
lower basis will cause a higher gain upon sale. 


False. The basis is first reduced by all adjustments except for losses, then 
money distributed, and then the basis of any property distributed. After 
those items, any basis remaining is used to determine the deductibility of 
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losses. 


False. The basis is always increased by the partner’s share of recourse 
debt. 
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Concept Check 14-5 
B. If a cash distribution or a release of liabilities exceeds basis, the 
partner will have a gain on a distribution from the partnership. 


B. $12,000—the furniture would be reduced to the basis left in the 
partnership. 


A. $8,000—the basis in the partnership is first reduced by the cash 
distribution. That leaves $8,000 for the furniture. 


Concept Check 14-6 


A. Shelly’s recognized gain would be $0. She did not receive cash in 
excess of her basis. 
B. Shelly’s basis in the assets would be as follows: 


Cash $9,000 
Inventory $6,000 
Equipment ($15,000 x $8,000/$20,000) $6,000 
Land ($15,000 x $12,000/$20,000) $9,000 


A. $99,000 ($55,000 beginning basis + $18,000 + $26,000) 

B. $8,000 ($107,000 sales price - $99,000 basis) 

C. Because the partnership interest is a capital asset and there was no 
mention of inventory or receivables in the partnership, the gain would be 
a long-term capital gain. 


CHAPTER 15 


Concept Check 15-1 
False. Some corporations are prohibited from using the cash basis. 
Corporations with average annual revenues over $5 million must use the 


accrual basis. Corporations with inventory must use the accrual basis at 
least for sales and cost of goods sold. 
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The 15th day of the fourth month after the fiscal year end. 


False. In the first year of operation, a corporation establishes its tax year. 
Although many corporations choose December 31, that date is not 
required. 


Concept Check 15-2 
True. Although an exchange of cash or property can be taxable, if the 
80% rule is met, the formation activities are generally tax-free. 


The basis in the hands of the shareholder plus any gain recognized by the 
shareholder. 


$40,000. His basis in the stock is his carryover basis in the land. 


Concept Check 15-3 


False. Corporations cannot report a net capital loss whereas individuals 
can take up to $3,000 in capital losses in any tax year. 


$176,800. Tax liability is equal to $113,900 plus 34% of the amount of 
taxable income over $335,000. 


$39,000. A corporation can take a charitable contribution in an amount 
not to exceed 10% of taxable income before charitable contribution. 


False. Although organizational expenses are deductible over 180 months 
or more, the corporation must make an affirmative election in its first tax 
return in order to do so. 


2,20. 

Concept Check 15-4 
True. By definition, a dividend is a distribution from the earnings and 
profits of a corporation. Dividends are taxable to the shareholder. If a 
distribution is in excess of the earnings and profits of the corporation, it is 


not a dividend. It may or may not be taxable depending on the 
stockholder’s basis in his or her stock. 


False. Property dividends are taxed on the fair value of the property 
received by the stockholder. 


$10,000. The amount of the dividend cannot exceed the earnings and 
profits of the corporation. 
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Concept Check 15-5 
False. Corporations with total receipts and total assets under $250,000 are 
not required to complete Schedule L. 
True. 


Negative. Schedule M-1 reconciles from book income to tax income. 
There is more depreciation on the tax return than on the books. That 
means book income needs to be reduced to arrive at taxable income. 


Concept Check 15-6 


80%. 
Five. 
$40,000. 
Concept Check 15-7 
False. Not only must a corporation meet tests in addition to the 100 


shareholder limit, the corporation must also affirmatively elect 
Subchapter S status. 


True. While there are some differences, the tax treatments of a 
partnership and a Subchapter S corporation are similar. 


1120S. 
Not taxable. Subchapter S dividends are not taxable to a shareholder. 


False. Corporate debt does not affect shareholders’ basis in their stock. 
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2017 Example. Mr. and Mrs. Reynolds are filing a joint return. Their 
taxable income on Form 1040A, line 27, is $25,300. First, they 

Tax Table find the $25,300-25,350 taxable income line. Next, they find the 
column for married filing jointly and read down the column. The 
amount shown where the taxable income line and filing status 
column meet is $2,866. This is the tax amount they should enter 
on Form 1040A, line 28. 


Your tax is— 
2,851 3,318 3,116 
3,325 3,124 

3,333 3,131 
D 3,139 


o 0 

1 1 

| 
6 6 201 201 
9 9 Fe = 
4 n 29 209 
1 1 
150 175 16 16 16 a s 
175 200 19 19 19 a m an 
20 225 21 2 2 a 119 119 219 210 
ns 250 2 24 oa 24 m 1 m 221 221 
250 275 26 2 26 26 124 124 2 24 24 

275 M0 29 2 29 29 
30 325 3 3i at 3 = z = = 
325 30 u u u u 131 131 DM 08H 
350 375 3% % 36 3 134 13 2 ma m 
375 400 39 2 > > 136 138 26 26 2% 

400 425 4 1 
139 13 2 æ 20 
425 450 “ “4 44 “4 ia it a m 
ss si sie ie te 2 = & 
is me 2 3 5 4 ps 3 E -Ea 
2 151 || 2500 2925 251 251 251 2 
—- - -E 158 E — 2s 2s 
m. — > = = =" 159 159|| 2575 2600 259 æ) 259 250 
= = = pe a H 181 161 || 2600 2625 261 æ 21 261 
650 675 6 6 66 86 164 164|] 2625 2650 264 æ 264 2 
875 70 69 69 69 69 166 168 || 2650 2675 266 263 206 266 
mom on om ng Hh HE ES 
Lng > > > Es bay 174 174|| 2725 2,750 274 274 274 274 
Ts %0 79 73 79 7 176 we || 2750 2775 276 z6 276 276 
800 825 81 81 ai a m a| 2775 2mo zm m m m 
1 

EE <A E GE H- 

875 %0 89 89 80 80 
900 925 9 E] E] 9 189 189|] 2875 2900 269 29 209 269 
:: 5 E HE EE 
950 975 96 w% 96 96 196 || 2950 2 206 2% 206 206 
975 1,000 99 E 99 99 199 193| | 2975 3000 299 = 2399 2% 


(Continued) 
* This column must also be used by a qualifying widow(er). 
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2017 Tax Table — Continued 


33452 
ASF 38338 
[88228 88833 20885 


Mozo WITT esgez 


; om 28559 HAAS BARRE 


BREZR ARRE 


99339 39333 99995 
99339 89933 99995 
99239 99913 93935 
99239 99933 999395 


33339 39993 88322 
39323 53333 39832 


11450 
11,600 
11,450 
11,700 
11,750 


11,500 
11,880 
11,600 
11,650 
11,700 


29330 09933 29885 
23538 88333 93892 
22230 88233 28885 


asco 32233 gő 


33339 33333 38955 

SSA 53338 33355 
35225 99333 93885 
GREEN 89833 38885 
S828 99833 28835 


33338 33333 23888 


33330 39993 99322 
30232 33909 35442 


(Continued) 


* This column must also be used by a qualifying widow(er). 
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2017 Tax Table — Continued 


3508 BEERS 


B5E8 5388: 
BEEBE 5 


10 
180 
1301 
190 
1916 
192 
1931 
13% 
1446 
195 
1361 
190 
1976 
198 
1991 
19m 
2.006 
201 
2021 


ESES Geese BESES Es 


* This column must also be used by a qualifying widow(er). 


1166 


43303 55004 53005 30955] — [N05BS 55535 RASAR RAZEN 
39983 23858 — [89853 98313 35583 88598 
23383 30285 HANDS — [30033 0958 9458 33388 
25548 SEERE IE 55 98318 85588 $ 
S tanta Ana 


2017 Tax Table — Continued 
(Continued) 


32333 
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SIAR ESSER SARRE SESS 


Bees desa 53983 83958 


20352 33553 
19332 95593 


EEHEEHE 
E 


ZERIE SEREZ 
59913 59233 


ones 


S588 13005 


3 58383 


EEEH EEEE EEEE 
ANA NAANA ARANA 


ELLLE 
HEH 
tenes 


BE 88228 88 
fo nalen ae 


38833 
saad 
inane 


35583 


* This column must also be used by a qualilying widow(er), 
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2017 Tax Table — Continued 


GGG SHEEE GEESE 65455 


#329 99598 55568 EGGS 


EEES GESEE BREE Bosse 


33,000 
38.050 
33,100 
38,150 
33,200 
33,150 
33,300 
33,150 
34,400 
3,450 
34,500 
38.550 
33,400 
3.650 
39,700 
m» 
33.400 
33450 
33,400 


GEER Bscon gatat SEGRE 
S928 S588 R088 25866 
SEGEE SGSRE GEESE 89955 


(Continued) 
* This column must also be used by a qualifying widow(er). 
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2017 Tax Table — Continued 


43,150 


EEE GSSER BASES BERGE 


BEE GEESE BESAN SEGGE 
SESE UESES PEGER SERJE 
ag Snes BERGE 55455 
joeg eggs agaes ESSER 


Bei 


GHEE BESSER pesgi SESSS 
RESE SEES GEBE SESEE 
Bisp dadia trey gett tb 
See FEES FREES FEBER 


HEEE 
GEGE 66555 GEGER 35258 


* This column must also be used by a qualitying widow(er). 
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2017 Tax Table — Continued 


54,150 
54,200 


coges SEGRE GEESE 58855 
asasi SEES ERAS 


z 
E 


sa 6.606 
BA aan 
64% 5701 
Ban 670 
sa 6716 
645 6724 
6466 57m 
ean 6738 
5481 6745 
54 om 
848 6781 
6.504 576 
ss 6776 
5519 ara 
6508 em 
855% 670 
85 684 
655% 5821 


S SERE Siis EREE BE 


B55E cease 55055 BEETS 
BESSE ESSEE BABES BESSE 


* This column must also be used by a qualifying widow(er). 
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2017 Tax Table — Continued 


Tal 


Bas 33388 62823 au 
6630 BSSEE 55585 SERGS 


10245 
10,258 
10.270 
10.283 
102% 
10.308 
10,220 
1039 
10,345 
10,358 
10,370 
10,363 
10.360 
10,408 
10,42 
10,489 
10,445 
10,458 
10,470 
10460 


GEEG 53564 GOGG GEGEE 
Judd ESEE BERES GEPRE 
Baad Sasse Ging 39855 


Sane SERES GEESE FELES 
EESE SERRE SERIE BRUJO 
SESER GESHE SEERE ESE 
SEEE duos S5865 aäcab 
GEES 53565 GRRE 55666 


BEGGS S3858 BESBS BB 


* This column must also be used by a qualifying widow/er). 


1171 


2017 Tax Table — Continued 


a 
D 
wa 


He 


73.000 73.050 
732050 73.100 
73.100 73.150 
73150 73200 
TADO 73280 
73250 730 
ram 73350 
73.350 73.00 
rm 73450 
73450 73500 
rs 73550 
mamo 73740 
73TS0 73800 
73800 73850 
rm 73950 


> 
= 
o 


EEES SEESE Bases Bssds 
SuSE SHEEE GEESE REGS 
GEE: senos GRECE E5555 
BER E2006 GRREE des 


* This column must also be usec by a qualitying widow(er), 
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2017 Tax Table — Continued 


E 
= 
12,0 
12.046 
12,029 
nan 
12,048 
12,086 
sE 
Br 
2” 
sE 
ES 


S6466 GEESE SGER: autos 
BESES S2558 EES BSES 


* This column must also be used by a qualifying widow/er). 
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2017 Tax Table — Continued 


86,050 
86,100 
96,150 
86,200 
06,25 
84,300 
nn 
86.400 
86,450 
04,500 
8,550 
86,409 
06.659 
8,708 
06,750 
aana 
BE BSD 
96,500 
86,150 
10 


* This column must also be used by a qualifying widow(er). 
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2017 Tax Table — Continued 


BAGS Eine Sands SRS 


Babee BOGE BE 
E 


9911153 


* This column must also be used by a qualifying widow(er). 


Source: U.S. Department of the Treasury, Internal Revenue Service, Form 1040A, 2017 Tax Table. Washington, 
DC: 2017. 
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Appendix E 


IRS Tax Forms 


Included in this Appendix are copies of select IRS tax forms that are used 
throughout Fundamentals of Taxation. All of these forms are also 
available for download from the IRS Web site: www.irs.gov. 


Dass eee is eventos fee E-2 and E-3 
VOTA dado E-4 and E-5 

U ED A an cereseeacseed E-6 

PVG nee E-7 and E-8 

A E E T A E-9 and E-10 
OT EEE E-11 and E-12 
1040 Schedule A. nes E-13 

1040A or 1040 Schedule B............................. E-14 

1040 Schedule ota E-15 and E-16 
1040 Schedule D ii E-17 and E-18 
O O A E-19 and E-20 
1040 Schedule Esa das E-21 and E-22 
1040 or 1040A Earned Income Credit............ E-23 

1040 Schedule SE E-24 and E-25 
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11040 en re 2017 
U.S. Individual Income Tax Rot OMB No. 1545-0074 | IRS Use Onty—Do nat write or stapie in this space. 
For the year Jan. 1-Dec. 31, 2017, or other tax yaar beginning „2017, ending ‚20 See separate instructions. 


ee ss Mariara ede 


H a joint retum, spouse's first name and Initial 


Spouse's social security number 
1 j 
| | 


Home address (number and street). If you have a P.O, box, see instructions, p the SSNIs) above 
d on line 6c are correct. 

, town or post office, state, and ZIP code, If you have a foregn address, also complete spaces below (see instructions). Election Campaign 
hero I you. or your spouse # fling 


fy. want $3 to go to this fund. Cracking 
ter Spouse's SSN at 
f. If someone can claim you as a dependent, do not check box 6a . 


TL NES Pe 


d RZ lines above > 
Income 7 Wages, salaries, tips, etc. Attach Form(s) W-2 C 
Sa Taxable interest. Attach Schedule B if required . . . . . ea | 
b Tax-exempt interest. Do not include on line 8a . . . | 8b ma 
rg 9a Ordinary dividends. Attach Schedule B if required . . . . | 9a | 
attach Forms A er ne E 
W-2G and 10 Taxable refunds, credits, or offsets of state and local income taxes. _ o o 
1000-R U tox 11 Alimony received . see a] | 
was withheld. 12 Business income or joss). Altach Schedule CorC-EZ. . . — | 
13 Capital gain cr Joni. Nikoh Solace D it vecuieed. E not vecuieed, check hare P m “iii 
ER 14 Other gains or (losses). Attach Form 4797 . Au KT | 
or inetractions. 188 IRA distributions . | 15a © Taxable amount CTI 
16a Pensions and annuities b Taxableamout . . [165] ooo 
17 Portal ol ett ryan, pari, S comparator, Attach Schede E EZ 
18 Farm income or (loss). Attach Schedule F . HEM e] | 
20a Social security benefits | 20a | |__| b Taxable amount E77 IE 
21 Other income. List type and amount l nnnesnnssnanresenrnrnrnnnnnnnnnnnnennnennn aj 
22 Combine the amounts in the far right column for ines 7 throug a > 5 — isd 
23 Educator expenses . 
Adjusted 34 catia business expenses of reservists, performing aries, and iz: 
Gross fee-basis government officials, Attach Form 2106 or 2108-EZ 
Income 25 Health savings account deduction. Attach Form 8889 . | 25] (| | 
26 Moving expenses. Attach Form 3903 í e | 26 | 
27 Deductible part of sell-employment tax. Attach Schedule SE . iii” | 
28 Self-employed SEP, SIMPLE, and qualified plans . . [28 | |_| 
29 Self-employed health insurance deduction . . 29 | 
30 Penalty on early withdrawal of savings. . . . . . | 30 | 
31a Alimony paid b Recipient's SSN > | |} Sta | 
32 IRA deduction . a — — ||| 
33 Student loan interest deduction G 
34 Reserved for future use NR 
35 Domestic production activities deduction. Attach Form B903 [35 | | | 
36 Add lines 23 through 35 . . SS SERIE EN 
37 Subtract line 36 from line 22. This is your adjusted gross income 


A Ras ca A Cat. No. 113208 


Source: U.S. Department of the Treasury, Internal Revenue Service, Form 1040. Washington, DC: 2017. 
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38 Amount from line 37 (adjusted gross income) » . 2 a a s m m mr La 
Taxand 9% Check [ You were bom before January 2, 1953, O Blind. | Total boxes u 
if: O Spouse was bom before January 2,1953, [U] Blind. ) checked > 39a 
b If your spouse itemizes on a separate return or you were a dual-status alien, check here> 39bC] 
Itemized deductions (from Schedule A) or your standard deduction (see left margin). 
Subtract line 40 from fine 38 A sa 
Exemptions 318150. Was muy $150 a rar or Orar ncn 


00507093 


EEEE AE 


A T nn alas b [] 8919 
Additional tax on IRAs, other qualified retirement plans, etc. Attach Form 5329 if required 
iach tens thingie aak anara. Miach Pd MAD pad RT 

Health care: individual responsibility (see instructions) pol 1: ie 
Taxes from: a [_]Form 8959 b [C] Form 8960 perrita: ésa 
Add lines 56 through 62. This is your total tax . . . i 

Federal income tax withheld from Forms W-2 and 1099 . . 
2017 estimated tax payments and amount applied from 2016 retum 
Nontaxable combat pay election | 66b 
Additional child tax credit. Attach Schedule 8812 . Pe 
American opportunity credit from Form 8863, line8 . . 
Net premium tax credit, Attach Form 8962 . 
Amount paid with request for extension to file 
Excess social security and tier 1 RATA tax withheld 
Credit for federal tax on fuels. Attach Form 4136 
Cres from Fors: a [_] 2439 b [E] Reeri c [| 8885 dl 
Add lines 64, 65, 66a, and 67 through 73, These are your total p i 
Nino Ta a macro than ine GA, KALKA Ina 68 om ne 76. Tile I fe ENCIMA you OAA 73) Ss 
Amount of ine 75 you want refunded to you. if Form 8888 is attached, check here _ >C |76] | 
Routing number | | | | | | | | remos: caecing: L Gruas 

Account number AU ee es | 

Amount of line 75 you want applied to your 2018 estimated tax | 77 | 

PER RR: BORO POS T3 e IA For details on how to pay, see instructions > | 78 | 

Estimated tax penalty truco 79 

Ser sou Geen Wc AAA AR a sake SA WO Gap C] Yes. Complete below. [U] No 


Designee's Phone Personal identification 

Designee name > no.» number > 

Sign Under penaltes of perjury, | declare that | have exarrined ths rem and accompanying hades sad statements, and to Ihe bast of my knowledge and bael, Tey ae Kus, comect, and 
er Declaration of preparer (other than taxpayer) s based on al information of which preparer has any keowlecge. 


. 


Breite dee 


Leas $ 


23UN23882, 


Go to www.irs gor/Formt040 for instructions and the latest information. (2017) 
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Department of the Treasury — Internal Revenue Service 


Form 
1040A U.S. Individual Income Tax Return (o) 2017 IRS Use Onty--Do not write or staple in this space. 


Your first name and initial Last name OMB No. 1545-0074 
bad ae is 
pen = je U oc anes 


Home address (number and street). If you have a P.O. box, see instructions. = 
d on line 6c are correct. 

City, town or post office, state, and ZIP code. If you have a foreign address, also complete spaces below (see instructions). Election Campaign 
CSG here if you, or your spouse if filing 


, want $3 to go to this fund, Checking 


Foreign country name Foreign province/state/county Foreign postal code Spore wat ars you nr 
[C] You [| Spouse 
shold 


Filing A : [C] Head of erson) (See instructions.) 
status Ta Fe T il ome) ifthe qual otiyour dependent, 
Check only u ter eand er thi 
one box. |_| Qualifying ee ins S 
Exemptions 6a rive self. someone Gan Guin Vou ba a Gast asian chack Boxes 
box 6 6a and 6b 
No. of children 
on 6c who: 
+ lived with 
If more than six you 
dependents, see + did not live 
instructions. een 
separation (see 
instructions) ____ 
on 6c not 
entered above 
Add numbers 
| 
d Total number of exemptions claimed. above» 
Income 


7 Wages, salaries, tips, etc. Attach Form(s) W-2. 


Attach 
Form(s) W-2 8a Taxable interest. Attach Schedule B if required. 


pro > b Tax-exempt interest. Do not include on line 8a. 8b 
Form(s) 9a Ordinary dividends. Attach Schedule B if required. 
1099-R if tax b Qualified dividends (see instructions). 9b 
was 10 apital gain distributions (see instructions). 
withheld. 11a IRA 11b Taxable amount 
Hf you did not distributions. 11a see instructions). 
grena see 12a Pensions and 12b Taxable amount 
; = annuities. 12a see instructions). 
13 Unemployment compensation and Alaska Permanent Fund dividends. 13 
14a Social security 14b Taxable amount 
benefits. 14a see instructions). 14b 
15 Add lines 7 through 14b (far right column). This is your total income. ® 15 
Adjusted 
gross 16 Educator expenses (see instructions). 16 
income 17 IRA deduction (see instructions). 17 
18 Student loan interest deduction (see instructions). 18 
19 Reserved for future use. 19 
20 Add lines 16 through 19. These are your total adjustments. 20 
Subtract line 20 from line 15. This is your ross income. »> 21 


For Disclosure, Privacy Act, and Paperwork Reduction Act Notice, see separate instructions. Cat No. 113274 Form 1040A (2017) 


Source: U.S. Department of the Treasury, Internal Revenue Service, Form 1040A. Washington, DC: 2017. 
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Form 1040A (2017) Page 2 


Tax, credits, 22 Enter the amount from line 21 ross income). 22 
and 23a ce You were born before January 2, 1953, {_]Blind | Total boxes 
payments if: Spouse was bom before J 2, 1953, [ |Blind | checked > 23a 


b If you are married filing separately and your spouse itemizes 


E EF “kb O = 


=y 


Beust 


Subtract line 36 from line 30. If line 36 is more than line 30, enter -0-. 
Health care: individual responsibility (see instructions). Full-year coverage [] 
Add line 37 and line 38. This is our total tax. 

Federal income tax withheld from Forms W-2 and 1099. 40 

2017 estimated tax payments and amount applied 

from 2016 return. 41 

Earned | 


43 Additional chid tax credit. Attach Schedule 8812, 
44 American credit from Form 8863, line 8. 
45 Net eee ae cae Attach Form 8962. 


Se, >b Rotna TT TTT TIL) >e Type: checking C Savings 


and fill 
480, 480, >a Apna 


no » number (PIN) >| | | ) 
Under Frc und Benni it ah amouras nd soa toa | ema un ge LE) ae 
and Dad. thay year. Declaration of pad 


Sign are true, correct, and list all o Irt 
than the taxpayer) is based on all information of which the preparer has 
here Your signature Dun Daytime phone number 
Joint return? 
See instructions. 
Keep a copy Lad TOL NENN TEENA 


PIN, enter it 


here [ses inst DETZAT 


Go to www.irs.gow//Form 10404 for instructions and the latest information. Form 1040A (2017) 
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Department of the Treasury— Internal Revenue Service 
Form Income Tax Return for Single and 
1040EZ Joint Filers With No Dependents «s 2017 OMB No. 1545-0074 


Your first name and initial Your social security number 


if a joint return, spouse's first name and initial 


Home address (number and street). If you have a P.O. box, see instructions. 


, town or post office, state, and ZIP code. If you have a foreign address, also complete spaces below (see instructons). 


Chack here if you, or your spouse if filing 
Foreign country name Foreign province/state/county Foreign postal code tht one yor 9 


income AMET a A a] 0 7 


Attach 
Form(s) W v w SE 
here. : 
Enclose, but do 
not attach, any strdétions 
payment. 
MENCE FIF — — 
im you for 4 joint return) as ad d 
A E RO ROE seen 
C You [C] Spouse 
If no one can claim you (or your spouse if a joint return), enter $10,400 if single; 
$20,800 if married filing jointly. See back for explanation. 5 
6 Subtract line $ from line 4. If line 5 is larger than line 4, enter -0-. 
This is your taxable income. > 6 
7 Federal income tax withheld from Form(s) W-2 and 1099, 7 
riot Sigil 8a Earned income credit (EIC) (see instructions) Sa 
and Tax b Nontaxable combat pay election. 8b | 
9 Add lines 7 and 8a. These are your total payments and credits. > 9 
10 Tax. Use the amount on line 6 above to find your tax in the tax table in the 
instructions. Then, enter the tax from the table on this line. 10 
11 Health care: individual responsibility (see instructions) Full-yearcoverage | | os 
12 Add lines 10 and 11. This is your total tax. 12 
Refund 13a If line 9 is larger than line 12, subtract line 12 from line 9. This is your refund. 
ei If Form 8888 is attached, check here > [_] 13a 
Have it directly 
ted! See 
Sup > nme COT LETT TITY ve te Do Dome 
fill in 13b, 13c, 
= p d Account number 
14 If line 12 is larger than line 9, subtract line 9 from line 12. This is 
You Owe the amount you owe. For details on how to pay, see instructions. > 14 
Third Party Do you want to allow another person to discuss this return with the IRS (see instructions)? [C] Yes. Complete below. [C] No 
Designee Designee’ Phone Personal identification 
name > m > number (PIN) >» (dd 
Sign ecouralaly lato al amcunla and sources of income | oaos during the G A Gootaraton of PAPANG pinar thas ee taxpayed le based 
Here on all information of which the preparer has any knowledge. = 
Your signature Daytime phone number 


Joim return? See 
instructions. 


Keep a copy for Spouse's signature. If a joint retum, both must sign. yes gm nam 
enter it 
your records. — u 


For Disclosure, Privacy Act, and Paperwork Reduction Act Notice, see separate instructions. Cat. No, TAW Form 1040EZ (2017) 


Source: U.S. Department of the Treasury, Internal Revenue Service, Form 1040EZ. Washington, DC: 2017. 
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Form 21 06 Employee Business Expenses OMB No. 1545-0074 


> Attach to Form 1040 or Form 1040NR. 
P Go to www.irs.gov/Form2106 for instructions and the latest information. 


Total expenses. In Column A, add ines 1 through 4 and enter the 
result. In Column B, enter the amount from line 5 


Note: If you weren't reimbursed for any expenses in Step 1, skip line 7 and enter the amount from line 6 on line 8. 


Step 2 Enter Reimbursements Received From Your Employer for Expenses Listed in Step 1 


7 Enter reimbursements received from your employer that weren't 
reported to you in box 1 of Form W-2. Include any reimbursements 
reported under code “L” in box 12 of your Form W-2 ana 
instructions). 


Step 3 Figure Expenses To Deduct on Schedule A (Form 1040 or Form 1040NR) 


8 Subtract line 7 from line 6. If zero or less, enter -0-. However, if line 7 
is greater than line 6 in Column A, report the excess as income on 
Form 1040, line 7 (or on Form 1040NR, line 8) $ 


Note: If both columns of line 8 are zero, you can't deduct 
employee business expenses. Stop here and attach Form 2106 to 
your retum. 


9 In Column A, enter the amount from line 8. In Column B, multiply line 
8 by 50% (0.50). (Employees subject to Department of Transportation 
(DOT) hours of service limits: Multiply meal expenses incurred while 
away from home on business by 80% 4 a instead of 50%. For 
details, see instructions.) . . . 


10 NS A Also, enter the total on 
Schedule A (Form 1040), line 21 (or on Schedule A (Form 1040NR), line 7). (Armed Forces 
reservists, qualified performing artists, fee-basis state or local government officials, and 
individuals with disabilities: See the instructions for special rules on where to enter the total.) . > 


For Paperwork Reduction Act Notice, see your tax return instructions. Cat. No. 11700N 
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Form 2106 (20 Page 2 


Part Il Vehicle Expenses 
Section A—General Information (You must complete this section if you s 
are claiming vehicle expenses.) (a) Vehicle 1 (b) Vehicle 2 


11 Enter the date the vehicle was placed in service . / / 


12 Total miles the vehicle was driven during 2017 Par ur Se ee eS miles 
13 Business milesincludedonline12 . . . . . Em ee ee ee eS miles 
14 Percent of li by | >: a) ln Wi % 
15 Average di i P ENE 1 5 miles 
16 Commuti li A ~ B... ; ; nile miles 
17 — Other mi 3 1 the tot i | miles 
18 Was your vehicle available for personal use during off-duty hours? . . . . 2 2 22 22.22. [Yes []No 

19 Do you (or your spouse) have another vehicle available for personal use? . C No 


21 If"Yes,”isthee am P FR: na: a = 4 
Section B-Stanc loge ate See Tran ein r PAn Tioira Me acom Fas 
er Pe 


22 Multiph Sn „er Enig 2 result here and on line 1. 


Subtract line 24b a line 24a 
Value of employer-provided 
vehicle (applies only if 100% of 
annual lease value was included 
on Form W-2—see instructions) 


26 Add lines 23, 24c, and 25. . . 

27 A APN 
on line 14 . . 

28 OO nee IAN n 

29 Add lines 27 and 28. Enter total 

here and on line 1 . 


Enter cost or other basis p. 

instructions) . . . 

31 Enter section 179 paar say 
special allowance (see instructions) 


32 Multiply line 30 by line 14 (see 
instructions if you claimed the 
ee ee 
allowance). . 

Enter depreciation method and 
percentage (see instructions) 
dei ESE Dy io sera 
on line 33 (see instructions) 

Add lines 31 and 34 . A 
Enter the applicable ii lan | 
in the line 36 instructions . . 
Mutt ine 36 by the percentage 
online 14. . . 

Enter the smaller of line 35 or line 
37. If you skipped lines 36 and 37, 
enter the amount from line 35. 
Also enter this amount on line 28 


8 S 88 £ 8 


Form 2106 (2017) 


Source: U.S. Department of the Treasury, Internal Revenue Service, Form 2106. Washington, DC: 2017. 
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Depreciation and Amortization 


(Including Information on Listed Property) 
> Attach to your tax return. 
> Go to www.irs.gov/Form4562 for instructions and the latest information. 


OMB No, 1545-0172 


you 


AS 

Reduction in limitation. Subtract line 3 from line 2. If zero or less, Par 

Dollar limitation for tax year. Subtract line 4 from line 1. If zero or less 

ions... fi 

bo Aa e 
WAY 


AE: 


Me ee 


10 
11 
12 Section 170 expense deduction. Add lines 9 and 10, but don't enter more than line 11_. 
13 Carryover of disallowed deduction to 2018. Add lines 9 and 10, less line 12 > as] nn 
Note: Don't use Part Il or Part Ill below for listed property. Instead, use Part V. 

[Ean Special Depreciatic Allowance and Other Dep tion (Don't include listed property.) (See instructions. 
14 er O Oe tee ee listed Pe paced in serca 
during the tax year (see instructions) . . 

15 Fries GT dis 

16 Other depreciation (including ACRS) . . .........,..,..,.,,, 
EIN MACRS Depreciation (Don't include listed property.) (See instructions. 


aah 


17 MACRS deductions for assets placed in service in tax years beginning before 2017 . a. 
18 Ht you are electing to group any assets placed in servico during the tax year Into one or more general 


20a Class life 
b 12-yea 
c 40-year 
EA Summ: 
21 Listed property. Enter amount fromline28 . . 
22 Total. Add amounts from line 12, lines 14 through. 17, lines 19 and 20 ir in column (g), and line 21. Enter 
here and on the appropriate lines of your return, Partnerships and S corporations —see instructions 


23 ee es en es enter the T 


portion of the basis attributable to section 263A costs 


For Paperwork Reduction Act Notice, see separate instructions. Cat. No. 12906N Form 4562 (2017) 
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2 
[Part V Listed Property (Include automobiles, certain other vehicles, certain aircraft, certain computers, and property 


used for entertainment, recreation, or amusement.) 
Note: For any vehicle for which you are using the standard mileage rate or deducting lease expense, complete only 24a, 
24b, Ad ee a een S, and Section C if applicable. 


and Other information Caution: Ses the inewuctions for imite for passen, 


Complete this section for vehicles used by a sole proprietor, partner, or other “more than 5% owner,” or related person. If you provided vehicles 
to your employees, first answer the questions in Section C to see if you meet an exception to completing this section for those vehicles. 


the year (don't include commuting miles) 
31 Total commuting miles driven during the year 
32 Total other personal ee ee 
miles driven à 
33 Total miles driven during the year. "Add 
lines 30 through 32 ers 
34 Was the vehicle available for personal 
use during off-duty hours? . 
35 Wes the valicle used pinadi by a more 
than 5% owner or related person? . . 
36 Is another vehicle available for persona 
Section C—Questions for Employers Who Provide Vehicles for Use by Their Employees 
Answer these questions to determine if you meet an exception to completing Section B for vehicles used by employees who aren't 
more than 5% owners or related persons (ses instructions}. 


your employees? . . . . 
38 Do yol maintain e Simon jpolley Rahan et prohibe personal use af vehicles, except CUa, by your 
employees? See the instructions for vehicles used by corporate officers, directors, or 1% or more owners . . 
39 Do you treat all use of vehicles by employees as personal use? . . . 
40 Do you provide more than fve vehicles o your employees, obtain information from your employees about the 
use of the vehicles, and retain the information received? . . . 
ne pc een PORN eat Gre ee 
es,” don't complete Section B for the covered vehicles. 


Amortization of costs that began before your 2017 tax year . . . . 
Total. Add amounts in column (f). See the instructions for where to re 


Source: U.S. Department of the Treasury, Internal Revenue Service, Form 4562. Washington, DC: 2017. 
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com 4797 Sales of Business Property OMB No. 1545-0184 


Also | Conversions and Amounts 
(Also lnviinder Sections 179 and 280F(b)(2)) 


> Attach to your tax return. 
> Go to www.irs.gov/Form4797 for instructions and the latest information. 


3 Gain, if any, from 
4 Section 1231 gai 
5 Section 1231 gai 
6 Gain, if any, from 
7 Combine lines 2 through 6. Erer ie Oral hare and or et he ta RIA, 


Partnerships (except electing large partnerships) and S corporations. Report the gain or (loss) following the 
instructions for Form 1065, Schedule K, line 10, or Form 1120S, Schedule K, line 9. Skip lines 8, 9, 11, and 12 below. 


Individuals, partners, S corporation shareholders, and all others. If line 7 is zero or a loss, enter the amount from 
line 7 on line 11 below and skip lines 8 and 9. If line 7 is a gain and you didn't have any prior year section 1231 
losses, or they were recaptured in an earlier year, enter the gain from line 7 as a long-term capital gain on the 
Schedule D filed with your return and skip lines 8, 9, 11, and 12 below. 


8 Nonrecaptured net section 1231 losses from prior years. See instructions . . . EN 
9 Subtract line 8 from line 7. If zero or less, enter -0-. If line 9 is zero, riar spas META TE If line 
9 is more than zero, enter the amount from line 8 on line 12 below and enter the gain from line 9 as a long-term 
capital gain on the Schedule D filed with your return. See instructions _. A o dl a 
WAS Ordinary Gains and Losses (see instructions 
10 Ordinary gains and losses not included on lines 11 through 16 (include property held 1 year or less): 


11 Loss, if any, from line 7 . 
12 Gili ae Se? AA if applicable 
13 Gain, if any, from line 31 
14 Net gain or (loss) from Form 4684, lines 31 and 38a > 
15 Ordinary gain from installment sales from Form 6252, ine250r36 . 
16 Ordinary gain or (loss) from like-kind exchanges from Form 8824. 
17 Combine lines 10 through 16 . 
18 For all except individus retums; enter ihe amour rom iine 17 on the appropriaie line of your rolum and skip ines a 
and b below. For individual retums, complete lines a and b below: 
a If the loss on line 11 includes a loss from Form 4684, line 35, column (bi), enter that part of the loss here. Enter the part 


of the loss from income-producing property on Schedule A (Form 1040), line 28, and the part of the loss from property 
used as an employee on Schedule A (Form 1040), line 23. Identify as trom “Form 4797, line 18a.” See instructions . 
b Redetermine the gain or (loss) on line 17 excluding the loss, if any, on line 18a. Enter here and on Form 1040, line 14 Í 18b | 


For Paperwork Reduction Act Notice, see separate instructions. Cat. No. 130861 
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Form 4797 (2017) Page 2 


Gain From Disposition of Property Under Sections 1245, 1250, 1252, 1254, and 1255 
(see instructions) 


19 (a) Description of section 1245, 1250, 1252, 1254, or 1255 property: nn 
A — 
B E 
£ — _ = 
D | Bey AU | sea Go AA 


Gross sales price (Note: See line 1 before completing) . [20 | J | | 
Cost or other basis plusexpenseofsale. . . . . |21| |e 


send VE Ta Va Zi ala t Muay 
pr i tiSt 2424-20 #4 
ros A SARE gOS || Ay AN E | 
a get D PPP 


b Enter the smaller of naga or2sa 1). LAL æ U E | 57 : 
a LL md 
enter -0- on line 269, or a corp Subject to sectio 
a Additional depreciation after 1975. See instructions. 
ee | TA 
24 or line 26a. See instructions . . 2 2 2.2. 
| |] 
or line 24 isn't more than line 26a, skip lines 26d and 26e 
a | E 


NS BRB 


d Additional depreciation after 1969 and before 1976. . | 26d | 

e Enterthe smaller ofline26cor26d. . . . . . [26e] To | 
f Section 291 amount (corporations only) . . . . . [ait "| | | 
g Add lines 260,260, and26.. . 2 O Ää Tooo T 


27 If section 1252 property: Skip this section if you didn't 
dispose of farmland or if this form is being completed for a 
partnership (other than an electing large partnership). 

a Soil, water, and land clearing expenses . . . . . 


© Enterthe smaller ofline 24 or27b . . . . . . [27e] | __| ____ | 
28 If section 1254 property: 

a Intangible drilling and development costs, expenditures 

for development of mines and other natural deposits, 

mining exploration costs, and depletion. See 


b Enter the smaller ofline24or 28a . . ss. . | 28b | 


TA, AS A 
29 If section 1255 property: 
a Applicable percentage of payments excluded from 
income under section 126. See instructions. . . . 
|] 


b Enter the smaller of line 24 or 29a. See instructions . [299] o]. |] 
Summary of Part Ill Gains. Complete property columns A through D through line 29b before going to line 30. 


30 Total gains for all properties. Add property columns A through D, line 24 r 

31 Add property columns A through D, lines 25b, 269, 27c, 28b, and 29b. Enter here and on line 13 > 

32 Subtract line 31 from line 30. Enter the portion from casualty or theft on Form 4684, line 33. Enter ha porion: hon 
other than casualty or theft on Form 4797, line 6 


LULA Recapture Amounts Under Sections 179 end 280F (b)(2) When Business Use Drops to 50% or Less 
(see instructions) 


33 Section 179 expense deduction or depreciation allowable in prior years. 
34 Recomputed depreciation. See instructions. . . 
35 Recapture amount. Subtract line 34 from line 33. See the instruntions for where to report 


Form 4797 (2017) 


Source: U.S. Department of the Treasury, Internal Revenue Service, Form 4797. Washington, DC: 2017. 
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SCHEDULE A 


OMB No, 1545-0074 


(Form 1040) Itemized Deductions 

Department of the Treasury > Go to www.irs.gov/ScheduleA for instructions and the latest information. 
intemal Revenue Service (99) > Attach to Form 1040. 

Name(s) shown on Form 1040 


= SEAT AS OF 
5 . > A 
aaah OO a tha ~~ dl 
AD 


DL EEE EN 


Points not reported iaa 1098. See instructions for 
special rules. . . 

Investment interest. Attach Form 4952 if required. See instructions. [14| |. 
Add lines 10 through 14 . . . . AA VA 


Gits by cash or check. you made any gift of $250 or mor, fT 
Other then by cah or check: of any DIN ot $260 ak enone, ses wd 
instructions. You must attach Form 8283 if over $500 . . . 

Carryover from prior year . . . . . . . . . a Hero | | 


see instructions, Addiines 18 through 18... . . m a nn... 119) 


Casualty or theft loss(es). Attach Form 4684. See instructions . . . . . . . . ol | 


Unreimbursed employee expenses—job travel, union dues, 


and Certain job education, etc. Attach Form 2106 or 2106-EZ if required. 
Miscellaneous See instructions, Ps 21) 
Deductions 22 Tax preparation fees . . . C 
23 Other expenses—investment, dto depor bo Pi List type 
ii 7 
NADA NANA 
24 Add lines 21 through 23. . . . E A EZ j 
25 Enter amount from Form 1040, line 38 25| 
26 Multiply line 25 by 2% (0.02) . . 26 
27 Subtract line 26 from line 24. If line 26 is more than line 24, enter -0- . . . 2 . 27 | 
Other 28 Other—from list in instructions. List type and amount > 
Miscellaneous 
A re eee ee ey aa 
Total 29 Is Form 1040, line 38, over $156,900? 
Itemized 
Deductions for lines 4 through 28. Also, enter this amount on Form 1040, line 40. 


Ü Yes. Your deduction may be limited. See the Itemized Deductions 
Worksheet in the instructions to figure the amount to enter. 
30 EE ee ee ee ON 
deduction, check here f e 3 


C No. Your deduction is not limited. Add the amounts in the far right column | 


TOEN N Rat oa abe the tnauessiann fet Panes 4890, ENEI Schedule A (Form 1040) 2017 


Source: U.S. Department of the Treasury, Internal Revenue Service, SCHEDULE A (Form 1040). Washington, 
DC: 2017. 
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er Interest and Ordinary Dividends 


> Attach to Form 1040A or 1040. 
> Go to www.irs.gov/ScheduleB for instructions and the latest information. 


Department of the T. 
internal Revenue Service 


Name(s) shown on return 


1 List name of payer If any interest is from a en mortgage and the 


form. 2 Add the amounts on line 1 . è er 
3  Excludable interest on series EE and 1 us. aie bonds meee after 1989. FE 
Attach Form 8815. . . . 


4 Subtract line 3 from line 2. Entar the rent here andion Formi 1640Å, 0r Form 
1040, line 8a . . . ET s 
Note: If line 4 is over $1,500, ou must complete Part Il. ial Amount 


Part Il 5 List name of payer > 


er naa 1040, line9a . . . . = > 


Note: If line 6 is over $1,500, ou must plete Part Ill 


Part Ill You must complete this part if you (a) had over $1,500 of taxable interest or ordinary dividends; (b) had a 
foreign account; or (c) received a distribution from, or were a grantor of, or a transferor to, a foreign trust. 


Foreign 7a At any time during 2017, did you have a financial interest in or signature authority over a financial 
Accounts account (such as a bank account, securities account, or ay Kuso located ina = 
and Trusts country? See instructions . . . a 
If “Yes,” are you required to file FinCEN Feii : 114, one of Breker Bank | and Financial 
(See instructions.) Accounts (FBAR), to report that financial interest or signature authority? See FinCEN Form 114 
and its instructions for filing requirements and exceptions to those requirements . . 
b If you are required to file FinCEN Form 114, enter the name of the foreign country where the 
financial account is located > 


8 During 2017, did you receive a distribution from, or were you the grantor of, or transferor to, a 
foreign trust? If “Yes,” you may have to file Form 3520. See instructions . 


For Paperwork Reduction Act Notice, see your tax return instructions. Cat. No. 17146N o tatu ENT 


the ordinary 6 Add the amounts on line 5. Enter the total here and on Form 1040A, or Form Ss 


Source: U.S. Department of the Treasury, Internal Revenue Service, SCHEDULE B (Form 1040A or 1040). 
Washington, DC: 2017. 


page E-15 


1189 


SCHEDULE C 


Profit or Loss From Business 
(Sole Proprietorship) 


ee 2017 
Department of the Treasury > Go to www.irs.gov/ScheduleC tor instructions and the latest information. Attachment 
Internal Revenue Service (99 > Attach to Form 1040, 1040NR, or 1041; partnerships generally must file Form 1065. Sequence No. 09 
Name ot proprietor Social security number (SSN) 


A Principal business or profession, including product or service (see instructions) 


B Enter code from instructions 


—=—FRAFT AS Of 


= ‚town or office, state, and ZIP code 


Accounting method: (1) D 2 mr SAO a a 
Did you “materially p cinate” inn per een . [Yes []No 
2 business during 2017, > 0O 
ents in 2017 tha d require Yes [No 
ile required Forms 10997 (J Yes [No 
i — ia 
2 Gi nm 
3 Subtractline 2 L E 
& Cost of goods sokd (rom line 42) 7 GZ TT ss ea ee | 
5 Gross profit. Subtract line 4 from line3 . AAN 
6 Other income, including federal and state gasoline or fuel tax credit or refund (see instructions) . Le | 
7 Grossincome. Add lines5and6 . . . AAA ee ae lr | 
lagi Expense: enses Tor business use of our home only on line 30. 
8 Advertising . Office expense (see instructions) [18 | | 
9 Car and truck expenses (see Pension and profit-sharing plans . [19 | | 
instructions). . . . . Rent or lease {see instructions): 
10 Commissions and fees Vehicies, machinery, and equipment ~ A 
11 Contract labor (see instructions} Other business property . . [2b] | 
12 Depletion... Repairs and maintenance . E a | 
13 Depreciation and section 179 Supplies (not included in Part 1). | 22 | | 
ee Taxes and licenses (23| Ss 
included in Part Ill) (see g n 
instructions). . . . . Travel, meals, and entertainment: oF 
14 Employee benefit programs ee ee ~ | 24a | 
(other than on line 19). Deductible meals and 
15 Insurance (other than health) entertainment (see instructions) . Fr 
16 Interest: Utilities 2 . 2... Laa. O O 
a Mortgage (paid to banks, etc.) Wages (less employment credits). [28 ] | 
b Other Other expenses (from line 48). . | 27a || 
17 egal and professional services | 17 | q| | Reserved for future use . . | 27b | 
Total expences before expenses for business use of home, Add lines 8 through 27a . . - > Boon 


28 
29 Tentative profit or (loss). Subtract line 28 from line 7 . 
30 

unless using the simplified method (see instructions). 


and (b) the part of your home used for business: 


Expenses for business use of your home. Do ah ea ae ed Attach Form 8020 
Simplified method filers only: enter the total square footage of: (a) your home: 

- —— Use the Simplified _ 
Method Worksheet in the instructions to figure the amount to enter on line 30 . . . . 


31 Net profit or loss). Subtract line 30 from line 29. 


+ If a profit, enter on both Form 1040, line 12 (or Form 1040NR, line 13) and on Schedule SE, line 2. al 7 
(if you checked the box on line 1, see instructions). Estates and trusts, enter on Form 1041, line 3. 


* Ifaloss, you must go to line 32. 


32 Ifyou have a loss, check the box that describes your investment in this activity (see instructions). 


* If you checked 32a, enter the loss on both Form 1040, line 12, (or Form 1040NR, line 13) and 


OMB No. 1545-0074 


32a [|] All investment is at risk. 


on Schedule line 2. (if checked the box on line 1, see the fine 31 instructions). Estates and 
> beng 32b [_] Some investment is not 
at risk. 


trusts, enter on Form 1041, line 3. 
“if checked 32b, must attach Form 6198. Your loss be limited. 
For Paperwork Reduction Act Notice, see the separate instructions. Cat, No. 11334P 


Schedule © (Form 1040) 2017 
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Schedule C (Form 1040) 2017 Page 2 
Cost of Goods Sold (see instructions 


33 _ Method(s) used to 


value closing inventory: a [] Cost b [[] Lower of cost or market c [[] Other (attach explanation) 
34 Was there any change in ee quantities, costs, or valuations between dara and ee ane 
If “Yes,” attach explanation . . . o... O Yes O No 
35 e 
36 ; 
37 _ Cost of labor. Do not u ts paid to yourself 
38 Materials and sı 3 8, 
39 Othercosts. . . 
40 


:=DO NOT FII 


42 Cost of goods sold. Subtract line 41 from line 40. Enter the result here and on line 4 . 


US Information on Your Vehicle. Complete this part only if you are nar car or truck expenses on line 9 
and are not required to file Form 4562 for this business. See the instructions for line 13 to find out if you must 
file Form 4562. 


43 When did you place your vehicle in service for business purposes? (month, day, year) ®_ Z 
44 Of the total number of miles you drove your vehicle during 2017, enter the number of miles you used your vehicle for: 

a Business o b Commuting (see instructions) 2.2... BIOS. zn menu Sc on sang 
45 Was your vehicle available for personal use during off-duty hours? . . 2 2 ..... =.=... . . LiYes CO No 
46 Do you (or your spouse) have another vehicle available for personal use?. . . . 2 2 2 2 .. =... . LJ Yes O No 
47a Do you have evidence to support your deduction? . . > . ....... =.=... =... =. . O Yes [No 


b If “Yes,” is the evidence written? . . . CJ Yes [I] No 
UAA Other Expenses. List below business expenses snot included on n lines 5-26 or rine 30. 


48 Total other expenses. Enter here and on line 27a . . . . . . . ......... | 48] | 


Schedule C (Form 1040) 2017 


Source: U.S. Department of the Treasury, Internal Revenue Service, SCHEDULE C (Form 1040). Washington, 
DC: 2017. 
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SCHEDULE D OMB No. 1545-0074 


Capital Gains and Losses 


(Form 1040) 

> Attach to Form 1040 or Form 1040NR. 2017 
Department of the Treasury > Go to www.irs.gov/ScheduleD for instructions and the latest information. Attachment 
Internal Revenue Service (99) > Use Form 8949 to list your transactions for lines 1b, 2, 3, 8b, 9, and 10. Sequence No. 12 


Part I Sho e Capital Gains and ses t 
LN | u ap a wre 
See instructions figure amounts to enter on the a q (h) Gain or fos) 

This form may be easier to complete if you round off cents to f 7 , | combine the result with 
whole dollars. ; column (g) 


ta Totals fa 
1099-8 for whi 
which you h: 
on Form 8949, Base 2 k and go to ine 1b R 


1b Totals for all tra D 

EE a T aa NIIT d F E FE 
2 Totals for all tra 

ANS ETE 
AT] 


Box C checked 
4 Short-term gain from Form 6252 and short-term gain or (loss) from Forms 4684, 6781, and 8824 


5 Net short-term gain or Aa from partnerships, S corporations, estates, and trusts from A 
Schedule(s) K-1 

6 Short-term capital loss RSE ai a tan, from this NoE you Capial Loes Cigala A 
Worksheet in the instructions 


7 Net short-term capital gain or fosa). ‘Combine ines 1a through 6 in column (h). If you have any long | 


term capital gains or losses, go to Part Il below. Otherwise, go to Part Ill on the back 
Long-Term Capital Gains and Losses—Assets Held More Than One Year 


See instructions for how to figure the amounts to enter on the 
lines below. 


This form may be easier to complete if you round off cents to 
whole dollars. 


8a Totals for all long-term transactions reported on Form 
1099-B for which basis was reported to the IRS and for 
which you have no adjustments (see instructions). 
However, if you choose to report all these transactions 
on Form 8949, leave this line blank and go to line 8b . 


8b Totals for all transactions doi on Form(s) 8949 with 
Box D checked 


9 Totals for all transactions pares on Form) 8949 with 
Box E checked . 


10 Totals for all andador reponed on n Formis) 8949 ‘with 
Box F checked. A 


11 Gain from Form 4797, Part E am gain pe Fane 2439 and 6252; and N gain or AM 


from Forms 4684, 6781, and 8824 
12 Net long-term gain or (loss) from partnerships, S corporations, estates, and trusts from Schedule(s) K-1 P 


13 Capital gain distributions. See the instructions 


14 Long-term capital loss carryover. Enter the amount, wai, om lind 13 of your Capital Loss Carryover m 
Worksheet in the instructions = a 


15 hg er Combine Ines 8a through 14 in column 1) Then go to Part it on a 
theback. . . 


For Paperwork Reduction Act Notice, le Cat. No. 11336H Schedule D (Form 1040) 2017 
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Schedule D (Form 1040) 2017 Page 2 


Summary 


Combine lines 7 and 15 and enter the result 


e If line 16 is a gain, enter the amount from line 16 on Form 1040, line 13, or Form 1040NR, line 


14. Then e 3 
EDBAFTASC 
line 22. 

e If line 16 D, skip lines 17 thro below and enter - Fi e 13, 0 


1040NR, line 14. Then go to line 22. 


"tergust 14, 20 


18 |f you are required to complete the 28% Rate Gain Worksheet (see instructions), enter the 


amount, if i w a DE E. 
19 If you are t e tl ction 1250 shee 
instructions), any, line 18 o rks Fr AT è 


20 Are lines 18 and 19 both zero or blank? 
C Yes. Complete the Qualified Dividends and Capital Gain Tax Worksheet in the instructions 
for Form 1040, line 44 (or in the instructions for Form 1040NR, line 42). Don't complete lines 

21 and 22 below. 


CI No. Complete the Schedule D Tax Worksheet in the instructions. Don't complete lines 21 
and 22 below. 
21  Ifline 16 is a loss, enter here and on Form 1040, line 13, or Form 1040NR, line 14, the smaller of: 


+ The loss on line 16 or 
+ ($3,000), or if married filing separately, ($1,500) 


Note: When figuring which amount is smaller, treat both amounts as positive numbers. 


22 Do you have qualified dividends on Form 1040, line 9b, or Form 1040NR, line 10b? 


O Yes. Complete the Qualified Dividends and Capital Gain Tax Worksheet in the instructions 
for Form 1040, line 44 (or in the instructions for Form 1040NR, line 42). 


C No. Complete the rest of Form 1040 or Form 1040NR. 


Schedule D (Form 1040) 2017 


Source: U.S. Department of the Treasury, Internal Revenue Service, SCHEDULE D (Form 1040). Washington, 
DC: 2017. 
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OMB No. 1545-0074 


rom 8949 


Frech Treasury 
Internal Revenue Service 


Name(s) shown on return 


Sales and Other Dispositions of Capital Assets 
> Go to www.irs.gov/Form8949 for instructions and the latest information. 
> File with your Schedule D to list your transactions for lines 1b, 2, 3, 8b, 9, and 10 of Schedule D. 


Note: Youn may ph all short-term transactions reported on Form(s) 1 099-B showing basis was 
reported to the ma and for which no ee: ol t ) 


O (A) Short-term transactions reported on n Formis) 1099-B shoving basis was en to the IRS (see Note above) 
O (B) Short-te tion; ted on 
O (©) Short-te ansactio 


Description of property 
(Example: 100 sh. XYZ Co.) PR 
de(s) from Amount of 


2 Totals. Add the amounts in columns {d}, (e), (9), and (h) (subtract 
negative amounts). Enter each total here and include on your 
Schedule D, line 1b (if Box A above is checked), line 2 (if Box B 
above is checked), or line 3 (if Box C above is checked) > 


Note: If you checked Box A above but the basis reported to the IRS was incorrect, enter in column (e) the basis as reported to the IRS, and enter an 
adjustment in column (g) to correct the basis. See Column (g) in the separate instructions for how to figure the amount of the adjustment. 


For Paperwork Reduction Act Notice, see your tax return instructions. Cat. No. 37768Z Form 8949 (2017) 
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Form 8949 (2017) Attachment Sequence No. 12A Page 2 


Name(s) shown on return, Name and SSN or taxpayer identification no. not required if shown on other side EEE 


Before you check Box D, E, or F below, see whether you received any Form(s) 1099-B or substitute statement(s) from your broker. A substitute 
statement will have the same information as Form 1099-B. Either will show whether your basis (usually your cost) was reported to the IRS by your 
broker and may even tell you which box to check. 


Long-Term. Transactions involving capital assets you held more than 1 year are long term. For short-term 
ions, S ge 1. 


asis was reported 
edule D, line 


You must siren Box D, E, or F below. Check ae one box. If more than one box applies for your long-term transactions, complete 


a separate Form 8949, page ob for me applicable box. If you have long pn dei than will fit on this page for one or 
i ere to ir 
i is 


more ofthe 


oO (D) 
a 


2 Totals. Add the amounts in columns (d), (e), (g), and (h) (subtract 
negative amounts). Enter each total here and include on your 
Schedule D, line 8b (if Box D above is checked), line 9 (if Box E 
above is checked), or line 10 (if Box F above is checked) > 


Note: If you checked Box D above but the basis reported to the IRS was incorrect, enter in column (e) the basis as reported to the IRS, and enter an 
adjustment in column (g) to correct the basis. See Column (g) in the separate instructions for how to figure the amount of the adjustment. 


Form 8949 (2017) 


Source: U.S. Department of the Treasury, Internal Revenue Service, Form 8949. Washington, DC: 2017. 
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SCHEDULE E Supplemental Income and Loss 
(Form 1040) (From rental real estate, royalties, partnerships, S corporations, estates, trusts, REMICs, etc.) 2017 
Deere aay > Attach to Form 1040, 1040NR, or Form 1041. 

ice (99) > Go to www.irs.gov/ScheduleE for instructions and the latest information. once No. 13 


ee enge Note: If you are in the business of renting personal property, use 


er BF A a [aT Ys Ho 


Ta [Physical address of each propetty (street. Gly. state. ZIP code) I “aaa 


pc gmg p| 
N&G El 


¡UOSCHDO) 


Advertising . . 

Auto and travel (eee instructions) . 
Cleaning and maintenance . 
Commissions. E 
Insurance. . . S 
Legal and other professional fees à 

Management fees . a 

Mortgage interest paid to banks, eto. (see instructions) 
Other interest. 


OWN) A 
Total expenses. Add lines 5 through 19 . A 
Subtract line 20 from line 3 (rents) and/or 4 (royalties). If 
result is a (loss), see instructions to find out if you must 
file Form 6198 . . . 
22 Deductible rental real estate loss after limitation, Fa ak 
on Form 8582 (see instructions) . . 
23a Total of all amounts reported on line 3 for all rental properties 
b Total of all amounts reported on line 4 for all royalty properties 
c Total of all amounts reported on line 12 for all properties 
d Total of all amounts reported on line 18 for all properties Oe ae ee | O 
e Total of all amounts reported on line 20 for all properties . . . ; zel t 
24 Income. Add positive amounts shown on line 21. Do not include any losses FE | 24 | 
25 Losses. Add royalty losses from fine 21 and rental real estate losses from line 22. Enter total losses here . 
26 Total rental real estate and royalty income or (loss). Combine lines 24 and 25. Enter the result here, 
If Parts ll, Ill, IV, and line 40 on page 2 do not apply to you, also enter this amount on Form 1040, line 
17, or Form 1040NR, line 18. Otherwise, include this amount in the total on line 41 onpage2 . . 
For Paperwork Reduction Act Notice, see the separate instructions. Cat. No. 11344L. 
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Schedule E (Form 1040) 2017 Attachment Sequence No. 13 Page 2 
Name(s) shown on retum. Do not enter name and social secunty number if shown on other side. Your social security number 
Caution: iia iS 

| Part Il | Income or Loss From Partnerships and S Corporations Note: If you report a loss from an at-risk activity for which 


any amount is not at risk, you must check the box in column (e) on line 28 and attach Form 6198, See instructions. 


27 ‘slowed om a inset pen o excess farm loss, or basis imitatione, prior year 
unallo o Forr 
ou answered “ structior ha e complel qh 


JRA IAS 


A 
B 
c 
D 


Add columns (g) and (j) of line 29a . 

Add counne O ti), and PT RR ne 

Total partnership and S corporation income or (loss). Combine lines 30 and 31. Enter the wl 
result here and include in the total on line 41 below... . nn nn a a a a 32 

AAL Income or Loss From Estates and Trusts 


o 
e=8,p 


(attach Form 8582 if required) 


35 Add columns (d) and (f) of line 34a 
36 Add columns (c) and (e) of line 34b Qs 
37 Total estate and trust income or (loss). Combine lines 35 and 36. Enter the mat here nd 

include in the total on line 41 below . . $ 
Part IV Income or Loss From Real Estate Mor lea e Investment Conduits REMICS)- —Residual Holder 


Employer identificatio inclusion from d) Taxable income inet 
a wm shi E 


ee | EE e EEES 
39 Combine columns (d) and (e) only. Enter the result here and include in the total on line 41 below | 39 | | 
Part V Summa 
40 Net farm rental income or (loss) from Form 4835. Also, complete line 42 below . ET ss 


41  Totalincomeor {loss}. Combine lines 26, 32, 37, 39, and 40. Enter the result here and on Form 1040, line 17, or Form 1040NA, ine 18» [41 | | 
42 Reconciliation of farming and fishing income. Enter your gross 
farming and fishing income reported on Form 4835, line 7; Schedule K-1 
(Form 1065), box 14, code B; Schedule K-1 (Form 1120S), box 17, code 
V; and Schedule K-1 (Form 1041), box 14, code F (see instructions) . . [42 | | 
43 Reconciliation for real estate professionals. lf you were a real estate 
professional (see instructions), enter the net income or (loss) you reported 
anywhere on Form 1040 or Form 1040NR from all rental real estate activities 
in which you materially participated under the passive activity loss rules. . [43 | |. 


Schedule E (Form 1040) 2017 


Source: U.S. Department of the Treasury, Internal Revenue Service, SCHEDULE E (Form 1040). Washington, 
DC: 2017. 
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SCHEDULE EIC 
(Form 1040A or 1040) 


Earned Income Credit ` OMB No. 1545-0074 


Qualifying Child Information 
> Complete and attach to Form 1040A or 1040 only if you have a qualifying child. 


Department of the Treasury Ip Go to www.irs.gov/ScheduleEIC for the latest information 


intemal Revenue Service (99) 
Name(s) shown on retum 


Your social security number 


* See the instructions for Form 1040A, lines 424 and 426, or Form 1040¿1ines 66a and 666.10 make 
Before you begin: sure that (a) you Cán take the BIC, and (b) you have a qualifying child, 
"Be sufe the child's name on line End social seeurity number (SSN)lon line Zagree with the child's social security card. 
Otherwise, atthe dime we process your return, We may redueeiondisallow your BIOMI the name or SSN on the child's 
social security card is not correct, call the Social Security Administration at 1-800-772-1213. 


+ Yoli Can't claim the EIC for a child who didn't live with you forWilére thaullialf of the years 
+ Ifyou take the EIC even though you are not éligible, you may not be allowed ta take the credit for upto 10 years, See the instrugtions for details. 
+ dt will take us longer to protess Your return diithissue your refuñid if you de not fill in all lides that apply for each qualifying child. 


Qualifying Child infomation Child 1 Child 2 Child 3 


1 Child’s name 


If you have more than three qualifying 
children, you have fo list only three to get 
the maximum credit. 


2 Child’s SSN 
The child must have an SSN as defined in 
the instructions for Form 1040A, lines 42a 
and 42b, or Form 1040, lines 66a and 66b, 
unless the child was born and died in 
2017. If your child was born and died in 
2017 and did not have an SSN, enter 
“Died” on this line and attach a copy of 
the child's birth certificate, death 
certificate, or hospital medical records 
showing a live birth. 


3 Child’s year of birth 


‘Firstname Ss Lastname | First name Last name 


4 a Was the child under age 24 at the end of 
2017, a student, and younger than you (or 
your spouse, if filing jointly)? 


m Yes. u No. C] Yes. C] No. 


Go to Go to line 4b Go to Go to line 4b. Go to Go to line 4b 
line 5 line 5 line 5. 


@ Yes. u No. [] Yes. u No. 


Go to The child is notaj Go to The child is not a| Go fo The child is nota 
line 5. qualifying child. | line 5. qualifying child. | line 5. qualifying child, 


5 Child’s relationship to you 
(for example, son, daughter, grandchild, 
niece, nephew, eligible foster child, etc.) 


6 Number of months child lived 
with you in the United States 
during 2017 


b Was the child permanently and totally 
disabled during any part of 2017? 


+ If the child lived with you for more than 
half of 2017 but less than 7 months, 

enter “7.” 

+ If the child was born or died in 2017 and 


aga months months months 
your home was the child's home for more AA 5 = 5 PA A > 
than half the time he or she was alive Do not enter more than 12 Do not enter more than 12 Do not enter more than 12 


during 2017, enter “12.” months, months, months, 


For Paperwork Reduction Act Notice, see your tax Cat. No. 13339M Schedule EIC (Form 1040A or 1040) 2017 
return instructions. 


Source: U.S. Department of the Treasury, Internal Revenue Service, SCHEDULE EIC (Form 1040A or 1040). 
Washington, DC: 2017. 


page E-24 


1198 


ee Self-Employment Tax eee 


> Go to www.irs.gov/ScheduleSE for instructions and the latest information. 
> Attach to Form 1040 or Form 1040NR. 


Department of the Treasury 


A mn te 7 acisi seourlly | veg 


a a ei ee pad onder 1) tax plas your net earings om 


1a Net farm profit or (loss) from Schedule F, line 34, and farm partnerships, Schedule K-1 (Form 
1065), box 14, code A. . . . 


b iyon pocalvod socias escu vetentnent or dien Carias, eri the ontot Gonsarealien S 

Program payments included on Schedule F, line 4b, or listed on Schedule K-1 (Form 1065), box 20, code Z 

2 Net profit or (loss) from Schedule C, line 31; Schedule C-EZ, line 3; Schedule K-1 (Form 1065), 
box 14, code A (other than farming); and Schedule K-1 (Form 1065-B), box 9, code J1. 
Ministers and members of religious orders, see instructions for apes of income to ea on 
this line. See instructions for other income to report . . . 

3 Combine lines 1a, 1b, and 2 à 

4 Multiply line 3 by 92.35% (0.9235). If less than $400, you u don't owe setemployment tax; don't 
file this schedule unless you have an amount on line 1b. 
Note: H iina Ade loos tie $400 lo bs Conearvalior ete Program pando oh ihò pa 
see instructions. 

5 Self-employment tax. lf the amount on line 4 is: 
© $127,200 or less, multiply line 4 by 15.3% (0.153). Enter the result here and on Form 1040, line 
57, or Form 1040NR, line 55 
+ More than $127,200, multiply line 4 by 2.9% (0.029). Then, add $15,772.80 to the result. 
Enter the total here and on Form 1040, line 57, or Form 1040NR, line 55. . 

6 Deduction for one-half of self-employment tax. 
Multiply line 5 by 50% (0.50). Enter the result here and on Form 
1040, line 27, or Form 1040NR, line 27. . . . . f 6 


For Paperwork Reduction Act Notice, see your tax return instructions. Cat. No. 11358Z Schedule SE (Form 1040) 2017 


Source: U.S. Department of the Treasury, Internal Revenue Service, SCHEDULE SE (Form 1040). Washington, 
DC: 2017. 
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Schedule SE (Form 1040) 2017 Attachment Sequance No, 17 Page 2 


Name of person with self-employment income (as shown on Form 1040 or Form 1040NR} Social security number of person 
with self-employment income > 


Section B— Schedule SE 
Self- Tax 
Note: If your only income subject to self-employment tax is church employee income, see instructions. Also see instructions for the 
pana porn 
A 


ta 


po 


Caribe ines Agar. H lees then $400, EUA cea dak ee 
Exception: If less than $400 and you had church employee income, enter -0- and continue > 
5a Enter your church employee income from Form W-2. See 

b 


instructions for definition of church employee income . . . 5a 
Multiply line 5a by 92.35% (0.9235). If less than $100, enter -0- 
6 Add lines 4c and 5b 
7 Milena seca let wagas and adit-ampioymark ran ee 
tax or the 6.2% portion of the 7.65% railroad retirement (tier 1) tax for 2017 . kua = 
8a Total social security wages and tips (total of boxes 3 and 7 on 
Formis) W-2) and railroad retirement (tier 1) compensation. 
If $127,200 or more, skip lines 8b through 10, and go to line 11 8a 
Unreported tips subject to social security tax {from Form 4137, line 10) | 8b; | | 
Wages subject to social security tax (from Form 8919, line 10)  [8e | | | 
Add lines 8a, 8b, and8c . . . 3 
Subtract ne 8 from ine 7. I zero or less, enter -0- here and on line 10 and go to In 11 ¿De 
10 Multiply the smaller of line 6 or line 9 by 12.4% (0,124) . Zu TE- 
11 Multiply line 6 by 2.9% (0.029) . 4 
12 Self-employment tax. Add lines 10 and 11. Enter here and on Form 1040, line 57, or Form 1040NR, line 55 
13 Deduction for one-half of self-employment tax. 
Multiply line 12 by 50% (0.50). Enter the result here and on 
Form 1040, line 27, or Form 1040NR, line 27. . . . . . 13 
USE Optional Methods To Fig Net gs (see instructions 
Farm Optional Method. You may use this method only if (a) your gross farm income’ wasn't more 
than $7,800, or (b) your net farm profits? were less than $5,630. 
14 Maximum income for optional methods . . . . . A a Powe E 
15 Enter the smaller of: two-thirds (/s) of gross farm income" (not less than zero) or $5,200. Also = o 
include this amount on line 4b above. . . 
Nonfarm Optional Method. You may use this method only if fa) your net nonfarm profits? were less than $5,630 
and also less than 72.189% of your gross nonfarm income,‘ and (b) you had net earnings from self-employment 
of at least $400 in 2 of the prior 3 years. Caution: You may use this method no more than five times. 
16 Subtract line 15 from line 14. à 
17 Enter the smaller of: two-thirds (/) o gross nonfarm income" (not less than zero or the 
amount on line 16. Also include this amount on line db above. . . 


1 From Sch. F, line 9, and Sch. K-1 (Form 1065), box 14, coda B. 

2 From Sch. F, line 34, and Sch. K-1 (Form 1065), box 14, code A— minus the 
amount you would have entered on fine 1b had you not used the optional 

method. 


Y From C, line 31; Sch. C-EZ, line 3; Sch. K-1 (Form 1065), box 14, code 
S k 9, code J1. 


line 1; Sch. laa box 14, code 
j, box Ô, code J2. 


a 
g 
TE 
¿E 


Schedule SE (Form 1040) 2017 
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page F-1 


Appendix F 


2017 Federal Income 
Tax Information 


2017 Federal Tax Rate Schedules 


Schedule X-Single 


If taxable 
income is But not The tax is: 
over: over: 
$0 $9,325 10% of taxable income 


$9,325 $37,950 $932.50 plus 15% of the excess over $9,325 
$37,950 $91,900 $5,226.25 plus 25% of the excess over $37,950 
$91,900 $191,650 $18,713.75 plus 28% of the excess over $91,900 
(0) 
$191,650 $416,700 $46,643.75 plus 33% of the excess over 


$191,650 

$120,910.25 plus 35% of the excess over 
$416,700 $418,400 $416,700 

$121.505.25 plus 39.6% of the excess over 
$418,400 — $418,400 


Schedule Y-1-Married Filing Jointly or Qualifying Widow(er) 


If taxable 
income is But not The tax is: 
over: over: 


1201 


$0 $18,650 10% of taxable income 
$18,650 $75,900 $1,865.00 plus 15% of the excess over $18,650 
$75,900 $153,100 $10.452.50 plus 25% of the excess over $75,900 
$29,752.50 plus 28% of the excess over 
$153,100 $233,350 $153,100 
$52,222.50 plus 33% of the excess over 
$233,350 $416,700 $233,350 
$112,728.00 plus 35% of the excess over 
$416,700 $470,700 $416,700 
$131,628.00 plus 39.6% of the excess over 
$470,700 — $470,700 
Schedule Y-2-Married Filing Separately 
If taxable 
income is But not The tax is: 
over: over: ° 
$0 $9,325 10% of taxable income 
$9,325 $37,950 $932.50 plus 15% of the excess over $9,325 
$37,950 $76,550 $5,226.25 plus 25% of the excess over $37,950 
$76,550 $116,675 $14,876.25 plus 28% of the excess over $76,550 
$26,111.25 plus 33% of the excess over 
$116,675 $208,350 $116,675 
$56,364.00 plus 35% of the excess over 
$208,350 $235,350 $208,350 
$65,814.00 plus 39.6% of the excess over 
$235,350 — $235,350 
Schedule Z-Head of Household 
If taxable 
income is But not Thetarxis 
over: over: j 
$0 $13,350 10% of taxable income 
$13,350 $50,800 $1,335.00 plus 15% of the excess over $13,350 
$50,800 $131,200 $6,952.50 plus 25% of the excess over $50,800 
$27,052.50 plus 28% of the excess over 
$131,200 $212,500 $131,200 
$49,816.50 plus 33% of the excess over 
$212,500 $416,700 $212,500 
$416,700 $444 550 $117,202.50 plus 35% of the excess over 


$416,700 
$126,950.00 plus 39.6% of the excess over 
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$444,550 —  $444,550 


page F-2 
Qualified Dividends & Capital Gains Tax Rates 

Dividends in 10% or 15% tax brackets 0% 
Dividends in higher tax brackets 15% 
Dividends in 39.6% tax bracket 20% 
Long-term capital gains (held greater 
than 1 year) 

10% or 15% tax brackets 0% 

Higher tax brackets 15% 
Capital gains in 39.6% tax bracket 20% 
Short-term capital gains (held 1 year 
or less) Ordinary Tax Rates 

Standard Deduction 

Filing Status Basic Standard Deduction 
Single $6,350 
Married filing jointly $12,700 
Married filing separately $6,350 
Head of household $9,350 
Qualifying widow(er) $12,700 
Additional over 65 or blind 

Married, qual. widow(er) $1,250 

Single/Head of household $1,550 


Personal/Dependent Exemption $4,050/per individual 


Standard Mileage Rates 
Business miles $0.535 
Charity miles $0.14 
Medical miles $0.17 
Moving miles $0.17 


Social Security, Medicare, & Self-Employment Taxes 


Employee Rate Income Limit 
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e Social 6.2% $127,200 


Security 

e Medicare 1.45% Unlimited 

° Total 7.65% 

Self-employed Rate Income Limit 
on 12.4% $127,200 
Security 

e Medicare 2.9% Unlimited 

° Total 15.3% 


An additional Medicare tax of 0.9% is assessed on wages and self- 
employment income in excess of $250,000 (married filing jointly), 
$125,000 (married filing separately), or $200,000 (all others). 


Child Tax Credit 
Amount per child under 17 $1,000 
Credit reduction—$50 per $1,000 over AGI threshold 
Married filing jointly $110,000 
Single, head of household $75,000 
Married filing separately $55,000 


Coverdell Educational Savings Accounts 


Contributions limit—$2,000 per year per beneficiary, must be in cash, and 
must be made before the beneficiary turns 18. 


Phase-out Thresholds 
Married filing jointly—AGI $190,000-$220,000 
Single—AGI $95,000-$110,000 


Traditional IRA Contribution Deduction 


IRA contributions—Lower of $5,500 or the amount of compensation 
Individuals who are age 50 or older—Lower of $6,500 or compensation. 


Phase-outs if the individual is a participant in another retirement plan: 


Married $99,000-$119,000 Phase-out range 
Greater than $119,000—no deduction 
Single $62,000-$72,000 Phase-out range 
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Greater than $72,000—no deduction 


Roth IRA Contribution 
Roth contribution $5,500 or compensation 
50 or older $6,500 or compensation 


All Roth contributions are not tax deductible 
Joint Returns—$186,000 - $196,000 phase-out range 


Single or head of household—$118,000 - $133,000 phase-out range 
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Photo Opener Credits 


Chapter 1: ©Purestock/Superstock 
Chapter 2: ©Blend Images-Mike Kemp/Brand X/Getty Images 
Chapter 3: ©Blend Images—JGI/Jamie Grill/Getty Images 
Chapter 4: ONakoPhotography/Shutterstock 
Chapter 5: ©Blend Images/Image Source 
Chapter 6: ©ewg3D/E+/Getty Images 
Chapter 7: ©Caiaimage/Glow Images 
8: 


Chapter 8: ©iStockphoto/Getty Images 

Chapter 9: ©kristian sekulic/Getty Images 

Chapter 10: ©Hill Street Studios/Blend Images LLC 
Chapter 11: ©Caia Image/Glow Images 

Chapter 12: ©Maskot/Image Source 

Chapter 13: ©Robert Nicholas/age fotostock 
Chapter 14: ©John Fedele/Blend Images LLC 
Chapter 15: ©Chris Ryan/age fotostock 
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Index 


A 


Above-the-line deductions, 4-1, 5-1 
Accelerated death benefits, 3-18 
Accelerated depreciation, 6-15-6-16 
Accident/health/medical insurance, 3-16 
Accounts/notes receivable, 7-4-7-5, 7-7 
Accrual method of accounting, 3-1, 3-3, 3-26, 3-28, 5-10, 6-4, 6-6, 15-2 
Accumulated sick pay, 10-28 
Accumulation period, 11-2 
Accuracy-related penalties, 2-25-2-26 
Acquisition indebtedness, 5-15 
Active income/loss, 13-11 
Active participation, 13-15 
Actual cost of operating car, 5-6, 6-24 
Ad valorem tax, 5-10 
Additional child tax credit, 9-18 
Adequate records, 6-18 
Adjusted basis, 7-2-7-3, 7-21, 7-38 
Adjusted current eamings (ACE), 15-19 
Adjusted gross income (AGT), 2-8, 4-1-4-2; see also Modified 
adjusted gross income (AGI) 
credit for child/dependent care expenses, 9-3-9-4 
estimated tax, 2-20, 2-25-2-26 
for AGI deductions 
alimony paid, 4-17—4-19 
comprehensive examples, 4-21 
early withdrawal of savings penalty, 4-15 
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educator expenses, 4-19-4-20 
half of self-employment tax, 4-13—4-14 
health savings account deduction, 4-6-4-9 
moving expenses, 4-10-4-13 
student loan interest, 4-2-4-6 
tuition and fees, 4-20 
from AGI deductions, 5-1-5-3 
casualty/theft losses, 5-25-5-29 
charitable gifts, 5-20-5-25 
foreign taxes, 5-13 
interest, 5-15-5-19 
medical expenses, 5-3-5-9 
miscellaneous itemized deductions, 5-30—5-32 
state and local taxes, 5-9-5-14 
standard deduction and, 2-17-2-18 
Administrative tax authority, 1-21 
Adoption assistance, 3-18, 3-25 
Adoption credit, 9-20-9-22 
Advance rental, 8-2 
Advertising expense, 8-3 
Advisory fees, 5-30 
Affordable Care Act (ACA), 1-12-1-13, 9-29 
Age test, qualifying child, 2-13 
Aggregate significant participation, 13-10 
Alaska Permanent Fund dividends, 1-10 
Alimony paid, 4-17 
Alimony recapture rules, 4-18—4-19 
Allocated tips, 10-8 
Allocations to partners (Schedule K-1), 14-13-14-14 
Alternative minimum tax (AMT), 13-20-13-33 
AMT adjustment items, 13-23-13-24 
basis calculation, 13-28 
depreciation adjustments, 6-13 
incentive stock options adjustment, 13-29 
personal property placed in service after 1986 and before 1999, 13-27 
summary of, 13-25 
comprehensive example, 13-31 
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corporate alternative minimum tax, 15-19 
formula, 13-23 
tax preference items, depreciation on pre-1987 assets, 13-30 
Alternative minimum taxable income (AMTI), 13-23, 13-29 
American Opportunity Tax Credit (AOTC), 4-2, 9-7, 9-9 
American Relief Act of 2012, 6-15 
Amount realized, 7-2-7-3 
Amount recognized, 7-2—7-3 
Amount of tax, 2-19 
Annuities, 3-18, 11-3 
expected return on, 11-21 
Applicable federal rate (AFR), 3-26-3-27 
Artistic works, 7-5—7-6 
Asset classification, 7-4—7-6; see also Capital assets 
like-kind asset, 12-3 
summary of, 7-4 
Asset sales. see Sales of assets 
“Associated with business,” 6-26 
At-risk calculation, 13-3 
At-risk rules, 13-2-13-8 
activities subject to, 13-2 
carryover of disallowed losses, 13-7—13-8 
liabilities for at-risk purposes, 13-5-13-7 
PAL rules and, 13-16—13-20 
what is at-risk, 13-3-13-5 
Automobiles; see also Transportation and travel 
actual car expenses, 5-6, 6-24 
adequate records, 6-18 
luxury automobile limitations, 6-17-6-18 
standard mileage rate, 6-23-6-24 
Average basis, 7-32 
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Average tax rates, 1-5 
Awards, 3-14 


B 
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Backup withholding, 10-29 
Basis, 6-8, 7-2-7-3; see also Partnership basis 
corporate and shareholder basis, 15-25-15-26 
corporations, 15-2 
distributed property, 14-19 
gains/losses for AMT purposes, 13-28 
nontaxable exchange, 12-4—12-5 
partnership basis, 14-3 
replacement property, 12-10-12-12 
Basis in, basis out, 14-2—14-3 
Below-market-interest-rate loans, 3-4, 3-25-3-26 
imputed interest rules, 3-26—3-27 
Below-the-line deductions, 4-1, 5-1 
Beneficiary, 11-2 
Blind taxpayers, 2-17 
Block stock, 7-26 
Bona fide business bad debt, 6-29 
Bonuses, 10-28 
Boot property, 12-3-12-4, 15-8 
Bribes, 6-7 
Brother-sister groups, 15-18-15-19 
Business, 6-4 
Business asset, 7-1, 7-6 
depreciable basis, 6-9 
Business bad debts, 6-29-6-32 
Business casualty losses, 6-29-6-32 
Business codes, 6-4 
Business dues and subscriptions, 5-31 
Business property, 7-6 
recapture provisions, 7-21—7-26 
sales of, 7-20—7-26 
Section 1250 recapture, 7-22—7-26 
Business use of taxpayer’s home, 5-31, 6-27-6-29 


C 


C corporations, 15-1 
capital gains and, 15-9-15-10 
closely held C corporation, 15-12 
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corporate tax rates, 15-13 
Cafeteria plans, 3-16-3-17 
Capital assets, 7-5-7-6 
capital gain rates, 7-10-7-11 
holding period of, 7-9-7-10 
netting capital gains/losses, 7-12-7-20 
Section 1221 capital property, 7-5 
Capital gains distributions, 7-31 
Capital gains (or losses), 7-1-7-4 
C corporations, 15-9-15-10 
netting capital gains/losses, 7-12—7-20 
net short-term gain/net long-term gain, 7-12 
ordinary assets, 7-7-7-9 
summary of capital gain tax rates, 7-10-7-12 
Capital gains tax rates, 7-10-7-12 
Capital improvements, 8-4 
Capital vs. ordinary income property, property donations, 5-20-5-21 
Carryover of disallowed losses, 13-7-13-8 
Cash method of accounting, 3-3, 3-26, 5-10, 6-4, 15-2 
Cash tips, 10-8 
Casualty, defined, 5-25 
Casualty loss; see also Deductible casualty and theft losses 
amount of, 5-26-5-27 
business casualty losses, 6-29-6-32 
limitation on personal casualty losses, 5-27—5-30 
Certain insurance proceeds, 3-15 
Certificates of deposit (CDs), 4-15 
Change in employment test, 4-10 
Charitable gifts, 5-20-5-25 
corporations, 15-11 
non-cash gifts, 5-23 
percentage limitations of, 5-21—5-22 
personal tangible property clarification, 5-21 
required documentation, 5-22—5-23 
Child and dependent care expenses, 9-2-9-5 
credit calculation, 9-3-9-4 
Child of divorced or separated parents, 2-10, 2-14 
Child of more than one taxpayer, special test for, 2-14 
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Child support, 3-18, 4-17 
Child tax credit, 2-21, 9-18 

adoption credit, 9-20-9-22 
Chronically ill person, 3-18 
Circular 230, 1-24-1-25 
Citizen or resident test, 2-12—2-13 
Class lives of assets, 6-8, 6-10 
Closely held C corporation, 15-12 
Closing agreement, 5-11 
Club dues, 6-26 
Collectible gain or loss, 7-11 
Combat zone pay, 1-14 
Commerce Clearing House (CCH), 1-21 
Commissions, 10-28 
Common ownership test, 15-18 
Compensation-related loans, 3-27 
Compensation for sickness or injury, 3-18 
Constructive ownership, 12-21 
Constructive receipt, 3-3 
Continental standard per diem rate (CONUS), 6-26 
Contributed property with liabilities, 14-5 
Contribution of services, 14-4-14-5 
Contributions, 11-3 
Contributory plan, 11-4 
Conversion, 3-1 
Copyrights, 7-5 
Corporate alternative minimum tax (AMT), 15-19 
Corporate formation, 15-1-15-2 
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Corporate liquidation, 15-15 
Corporate partners, 8-18 
Corporate tax rates, 15-13 
Corporate taxation, 15-1 
basis, 15-2-15-8, 15-25-15-26 
capital gains and losses, 15-9-15-10 
charitable contributions, 15-11 
corporate alternative minimum tax, 15-19 
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corporate tax rates, 15-13 
dividends and distributions, 15-14-15-15 
liquidation, 15-15 
Corporations 
brother-sister groups, 15-18-15-19 
filing requirements, 15-2 
organization of, 15-1-15-2 
parent-subsidiary groups, 15-17-15-18 
Schedule L, M-1, and M-3, 15-16-15-17 
Subchapter S corporation, 15-20-15-26 
Cost basis, 7-3 
Cost of goods sold, 6-4, 6-6, 7-7 
Cost recovery, 6-8; see also Depreciation 
Coverdell Education Savings Account (CESA), 3-24, 4-2-4-3, 9-11, 11-2, 11- 
12-11-13 
distributions from, 11-19-11-20 
Covered opinions, 1-25 
Credit for child care and dependent care expenses, 9-2-9-5 
credit calculation, 9-3-9-4 
Credit for elderly/disabled, 9-6 
Criminal penalties, 2-22, 2-26 


D 

Damages, 3-18 

De minimis benefits, 3-16 

De minimis rule, 3-28 

Dealers, 12-15 

Debt 
below-market-interest-rate loans, 3-25-3-27 
bona fide business bad debt, 6-29 
compensation-related loans, 3-27 
forgiveness of debt, 3-15 
original-issue discount, 3-27-3-29 

Deductible casualty and theft losses, 5-25-5-29 
amount of loss, 5-26-5-27 
limitation on, 5-27-5-29 
personal casualty expense deduction formula, 5-26 
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Deductible gifts to charity. see Charitable gifts 
Deductible interest, 5-14-5-19 
investment interest, 5-18 
mortgage insurance premium deduction, 5-18 
mortgage points, 5-17 
Deductible medical expenses, 5-3-5-9 
example of, 5-8 
insurance for medical/long-term care, 5-7-5-9 
medical capital expenditures, 5-5 
travel and transportation, 5-6-5-7 
Deductible state and local taxes, 5-9-5-15 
documentation for, 5-13-5-15 
personal property taxes, 5-10-5-11 
real estate taxes, 5-11-5-14 
summary of, 5-15 
Deductions; see also For AGI deduction; Itemized deductions 
home office deduction for self-employed, 6-28 
ordinary and necessary trade or business expenses, 6-7—6-8 
permitted from income, 1-10 
Deferred exchanges, 12-6-12-7 
Defined-benefit Keogh, 11-6-11-7 
Defined-benefit plan, 11-4-11-5 
Defined-contribution Keogh, 11-6-11-7 
Defined-contribution plan, 11-4 
Dependency exemptions, 2-12-2-16 
child of divorced/separated parents, 2-14 
Dependent care assistance, 3-16 
Dependent care expenses. see Child and dependent 
care expenses 
Dependent child, qualifying widow(er) with, 2-11 
Dependent taxpayer test, 2-12 
Deposit penalties, 10-12 
Depreciable basis, 6-8-6-9 
how asset acquired, 6-9 
Depreciation, 6-8-6-18 
adequate records, 6-18 
adjustment for AMT, 6-13, 13-24 
conventions of, 6-10-6-12 
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year of disposal, 6-12 
IRC 179 expense election, 6-14-6-15, 8-9 
listed property, 6-16 
luxury automobile limitations, 6-17—6-18 
partnership, 14-12 
pre-1987 assets, 13-30 
rental property, 8-3-8-5 
Depreciation methods, 6-8, 6-13-6-14 
150% declining balance, 13-34 
Depreciation periods (class lives of assets), 6-8, 6-10 
Depreciation recapture, 7-21, 12-15 
Depreciation tables, 6-44—6-48, 13-34 
Determination Letters, 1-23 
Direct expenses, 6-28 
Directly related with business, 6-26 
Disability benefits, 3-11 
Disallowed losses, carryover of, 13-7—13-8 
Disaster area losses, 5-27 
Discounts, 3-15 
Disqualified income, 9-26 
Distance test, 4-10 
Distribution period, 11-2 
Distributions, 11-3, 15-14-15-15; see also Partnership distributions 
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Distributions from tax-deferred pension plans, 11-13-11-21 
Coverdell Education Savings Account, 11-19-11-20 
qualified pension plans, 11-14-11-17 
Roth IRA, 11-18 
traditional IRA, 11-17-11-18 

Dividends, 3-5-3-9 
corporate shareholders, 15-14-15-15 
mutual funds, 3-8 
ordinary dividends, 7-31 
stock dividends, 3-8 

Dividends received deduction (DRD), 15-11-15-12 

Divorced or separated parents, child of, 2-14 
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Donor, 11-3 
Draft tax forms, 1-8 


E 


Earned income, 2-18, 3-1-3-2, 9-22, 9-24 
Earned income credit (EIC), 1-6, 1-14, 2-23, 9-2, 9-22-9-28 
calculation of, 9-24-9-25 
disqualified income, 9-26 
EIC table, 9-33-9-40 
tax year (2015), 9-25 
Economic benefit, 3-2 
Education credits, 9-7-9-13 
comprehensive example, 9-26-9-28 
coordination with other benefits, 9-10-9-11 
Hope scholarship credit, 9-9 
sample form, 9-12-9-13 
Education expenses, 3-24, 4-3, 5-31, 6-34 
Education IRA, 11-2 
Education loans, 4-3 
Educational assistance, 3-16 
Educator expenses, 4-19-4-20 
Effective interest method, 3-28 
Elderly/disabled tax credit, 9-6 
Electronic Funds Transfer Payment System (EFTPS), 10-10-10-11, 10-20 
Eligible educational institution, 4-3-4-4 
Employee business expenses, 5-31 
Employee fringe benefits. see Nontaxable employee fringe benefits 
Employer-employee relationship 
employer payroll reporting to, 10-25-10-27 
tax implications of, 10-1 
Employer identification number (EIN), 10-10 
Employer moving expense reimbursements, 4-13 
Employer payroll reporting requirements, 10-25-10-27 
Employer-provided adoption 
assistance, 3-18 
Employer-sponsored retirement plans, 11-3-11-9 
401(k) plans, 11-6 
SIMPLE plans, 11-7-11-9 
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Entertainment, deductibility of, 6-26-6-27 
Erroneous claim for refund/credit, penalty for, 2-26 
Estates, 8-1, 8-17-8-18 
Estimated tax/tax payments, 2-20—2-21, 10-30-10-31 

corporations, 15-13 

due dates, 10-31 

penalty for failure to pay, 2-25 
Exchange, 12-2 
Exchanges between related parties, 12-6 
Exemptions. see Dependency exemptions 
Expenses; see also Rental expenses 

forbidden expenses, 6-7 

hobby loss rules, 6-33 

IRC Section 179 expense election, 6-14-6-15 
Extension to file, 2-22—2-24 


F 


Facts and circumstances, 13-10 
Failure to file a tax return, 2-24 
Failure to pay estimated tax, 2-24—2-25 
Fair market value (FMV), 5-5, 5-16, 7-2-7-3 
charitable gifts, 5-20-5-25 
deductible casualty loss, 5-25-5-27 
inherited property, 6-8, 6-9 
nontaxable exchange, 12-2-12-5 
Family, 8-9-8-10 
Farm rental income, 8-2 
Farmers and commercial fishermen, federal fuel taxes paid, 2-22 
Farmworkers, 10-19-10-20 
Federal income tax, history of, 1-1-1-2 
Federal income tax withholding from wages, 10-2-10-7 
Federal Insurance Contributions Act (FICA), 2-21, 10-7 
Federal payroll tax requirements, 10-1-10-2 
Federal Poverty Guidelines (2015), 9-29 
Federal tax legislation, 1-20 
Federal Unemployment Tax Act (FUTA), 10-19-10-20 
FICA (social security) taxes, 2-21, 10-7 
50% bonus depreciation, property placed in service through 12/31/19, 6-15 
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Filing requirements, corporations, 15-2 
Filing status, 2-9-2-11 
Form 1040EZ, 1-6 
qualifying widow(er) with dependent children, 2-11 
Final regulations, 1-22 
Fines and penalties, 6-7 
First-in, first-out, 7-32 
529 plans, 3-17 
Flat tax, 1-4 
Flexible benefit plans, 3-16-3-17 
Flexible spending accounts, 3-16 
Flow-through entities, 8-1, 8-17-8-22 
partnership income or loss, 8-19-8-22 
reporting of items, 8-18-8-22 
For AGI deduction, 2-8, 4-1, 5-1, 8-1 
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alimony paid, 4-17-4-19 
early withdrawal of savings penalty, 4-15 
educator expenses, 4-19-4-20 
half of self-employment tax, 4-13-4-14 
health savings account deduction, 4-6-4-9 
moving expenses, 4-10-4-13 
statutory employees, 6-4, 6-6 
student loan interest, 4-2—4-6 
tax-advantage retirement plans, 11-2-11-3 
tuition and fees deduction, 4-20 

For the production of income, 8-1 

Forbidden expenses, 6-7—6-8 

Foreign business travel, 6-25 

Foreign income/allowances, 3-25 

Foreign tax credit (FTC), 9-14-9-17 

Foreign taxes, 5-13 
source documents for, 5-14 

Forgiveness of debt, 3-15 

Form 851, 15-18 

Form 940 (Employer’s Annual Federal Unemployment (FUTA) Tax Return), 
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10-21-10-22 

Form 941 (Employer’s Quarterly Federal Tax Return), 10-12-10-16 
Schedule B, 10-15-10-16 

Form 941-V (Payment Voucher), 10-16 

Form 944, 10-16 

Form 1040 adjusted gross income, 2-8 


adoption credit, 9-20-9-22 

for AGI deductions, 4-1 

alimony paid, 4-17-4-19 

child tax credit, 9-18 

complexity of, 2-2 

credit for elderly/disabled, 9-6 
dependency exemptions, 2-12-2-16 
dividends, 3-5-3-9 

early withdrawals of savings penalty, 4-15 
earned income credit (EIC), 9-22-9-28 
education credits, 9-7-9-13 

educator expenses, 4-19-4-20 

filing status, 2-9-2-11 

foreign tax credit, 9-14-9-17 

Form 1040A line-by-line comparison, 2-7-2-8 
half of self-employment tax, 4-13-4-14 
health savings account deduction, 4-6-4-9 
interest income, 3-4-3-5 

interest and tax penalties, 2-22—2-27 

other income, 3-14-3-15 

payroll tax issues, 10-1-10-2 

personal exemptions, 2-11 

retirement savings contributions credit, 9-19-9-20 
sample form, 2-3-2-4 

self-employed business income, 6-1-6-4 
Social Security benefits, 3-11-3-14 
standard deduction, 2-17—2-18 

state and local tax refunds, 3-10 

student loan interest, 4-2—4-6 

tax credits, 9-2 

taxes refund/due to IRS, 2-18-2-22 
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tuition and fees deduction, 4-20 
moving expenses, 4-10-4-13 
Form 1040A, 1-2 
adjusted gross income, 2-8 
for AGI deductions, 4-1 
child tax credit, 9-18 
credit for elderly/disabled, 9-6 
dependency exemptions, 2-12-2-16 
dividends, 3-5-3-9 
earned income credit (EIC), 9-22-9-28 
education credits, 9-7-9-13 
filing status, 2-9-2-11 
income tax formula and, 2-2 
interest income, 3-4-3-5 
interest and tax penalties, 2-22—2-27 
personal exemptions, 2-11 
retirement savings contributions credit, 9-19-9-20 
sample form, 2-5-2-6 
Social Security benefits, 3-11-3-14 
standard deduction, 2-17-2-18 
student loan interest, 4-2—4-6 
tax refund/due to IRS, 2-18-2-22 
unemployment compensation, 3-10-3-11 
Form 1040ES (Estimated Tax), 10-31 
Form 1040EZ, 1-2, 1-6-1-14 
calculation of tax, 1-11-1-13 
comprehensive example, 1-16-1-17 
sample form, 1-7, 1-18 
taxable interest, 1-10 
Form 1040X (Amended U.S. Individual Income Tax Return), 5-27, 12-12 
Form 1065 (U.S. Return of Partnership Income), 8-18, 14-1, 14-6-14-12, 14- 
24-14-30 
Form 1095-A, 9-29 
Form 1098 (Mortgage Interest Statement), 5-13, 5-19 
Form 1098-E (Student Loan Interest Statement), 4-5 
Form 1098-T (Tuition Statement), 9-11, 9-14 
Form 1099, 2-19, 2-23 
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Form 1099-B (Proceeds From Broker and Barter Exchange Transactions), 5- 
14, 7-12, 7-32, 7-34 

Form 1099-DIV (Dividends and Distributions), 3-9, 3-20, 3-22, 7-31, 7-34 

Form 1099-G (Certain Government Payments), 1-10, 3-10-3-11, 3-21, 3-23 

Form 1099-INT (Interest Income), 1-9, 1-17, 3-4-3-5, 3-7, 3-18, 3-21, 4-5, 4- 
16, 11-1 

Form 1099-MISC (Miscellaneous Income), 6-5, 8-16 

Form 1099-OID (Original Issue Discount), 3-5, 3-7, 3-27-3-28 

Form 1099-R (Distributions from Pensions, Annuities, Retirement or Profit- 
Sharing Plans, IRAs, Insurance Contracts, etc.), 11-17, 11-23 
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Form-1099-RRB (Payments by the Railroad Retirement Board), 3-12 

Form 1099-SA (Distributions from an HAS, Archer MSA, or Medicare 
Advantage MSA), 4-8 

Form 1099-SSA (Social Security Benefit Statement), 3-13 

Form 1116 (Foreign Tax Credit), 9-16-9-17 

Form 1120 (U.S. Corporation Income Tax Retum), 15-2-15-7, 15-16 

Form 1120S (U.S. Income Tax Return for an S Corporation), 15-21-15-24 

Form 1122, 15-17 

Form 2106 (Employee Business Expenses), 5-31, 6-8 

Form 2120, 2-16 

Form 2210, 2-22 

Form 2439 (Long-term capital gains), 2-22 

Form 2441 (Child and Dependent Care Expenses), 9-5 

Form 3903 (Moving Expenses), 4-12 

Form 4070 (Employee’s Report of Tips to Employer), 10-8 

Form 4136, 2-22 

Form 4419 (Application for Filing Information Returns Electronically), 10-25 

Form 4562 (Depreciation and Amortization), 6-8, 6-20-6-21, 6-40-6-41, 7-7, 
8-7-8-8, 14-12 

Form 4684 (Casualties and Thefts), 5-29, 6-29, 6-32 

Form 4797 (Sale of Business Property), 7-2-7-4, 7-7-7-8, 7-22-7-24, 7-27-7- 
28, 12-12 

Form 4835, 8-2 

Form 4868 (Application for Automatic Extension of 

Time to File U.S. Individual Income Tax Return), 1-19, 2-22-2-23 

Form 4952, 5-18 

Form 5305-E/Form 5305-EA, 11-13 
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Form 5305-S/Form 5305-SA, 11-9 

Form 5305-SEP, 11-7 

Form 5329, 11-10 

Form 5498 (IRA Contribution Information), 11-8, 11-12 

Form 5498-SA (HAS, Archer MSA, or Medicare Advantage MSA 
Information), 4-8 

Form 6198 (At-Risk Limitations), 13-5-13-6, 13-16 

Form 6251 (Alternative Minimum Tax-Individuals), 13-32 

Form 6252 (Installment Sale Income), 12-17-12-18 

Form 8027 (Employer’s Annual Information Return of Tip Income and 
Allocated Tips), 10-8-10-9 

Form 8275R, 2-26 

Form 8283 (Noncash Charitable Contributions), 5-23 

Form 8582 (Passive Activity Loss Limitations), 13-14, 13-16, 13-18-13-19, 
13-21-13-22 

Form 8606 (Nondeductible IRAs), 11-18 

Form 8812, 2-23 

Form 8815, 3-5 

Form 8824 (Like-Kind Exchanges), 12-8-12-9 

Form 8829 (Expenses for Business Use of Your Home), 6-28-6-30 

Form 8839 (Qualified Adoption Expenses), 2-22, 9-20, 9-23 

Form 8863 (Education Credits), 9-12—9-13 

Form 8880 (Credit for Qualified Retirement Savings Contributions), 9-21 

Form 8889 (Health Savings Accounts), 4-7 

Form 8949 (Sales and Other Dispositions of Capital Assets), 7-14, 7-17 

Form 8962, 9-29 

Form 8965, 1-13 

Form W-2 (Wage and Tax Statement), 1-9, 1-16, 5-13, 10-2 
example of, 3-20, 3-23, 10-26 
income tax withholding, 2-19, 2-23 
penalties for incorrect/late filings, 10-27 
prizes and awards, 3-14 

Form W-2C (Statement of Corrected Income and Tax Amounts), 10-27 

Form W-3 (Transmittal of Wage and Tax Statements), 10-27 

Form W-3C (Transmittal of Corrected Income and Tax Statements), 10-27 

Form W-4 (Employee’s Withholding Allowance Certificate), 10-2-10-5 

Form W-9 (Request for Taxpayer Identification Number and Certification), 
10-29-10-30 

401(k) plans, 9-19, 11-2, 11-6, 11-14 
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403(b) plans, 9-19, 11-2, 11-6, 11-14 
457 plans, 9-19 
Fraud penalties, 2-26 
Fringe benefits. see Nontaxable employee fringe benefits 
From AGI deductions, 4-1, 5-1; see also Itemized deductions 
casualty/theft losses, 5-25-5-29 
charitable gifts, 5-20-5-25 
foreign taxes, 5-13 
interest, 5-15-5-19 
medical expenses, 5-3-5-9 
miscellaneous itemized deductions, 5-30-5-32 
standard deduction, 2-17—2-18 
state and local taxes, 5-9-5-15 


G 


Gambling losses, 5-30 
General or final regulations, 1-22 
Generally accepted accounting principles (GAAP), 14-3 
Gifts, shareholder, and similar loans, 3-4, 3-27 
Gifts and inheritances, 3-18, 7-2, 7-38 
Gross income, 3-1, 7-1; see also Adjusted gross income (AGI) 
comprehensive examples, 3-19 
home office deduction limit, 6-28 
items excluded from, 3-15-3-18 
other nontaxable income, 3-17-3-18 
taxability of components of, 3-4-3-15 
dividends, 3-5-3-9 
other income, 3-14-3-15 
social security benefits, 3-11-3-14 
state and local tax refunds, 3-10 
Gross income test, qualifying relative, 2-14-2-16 
Gross receipts, 6-4 
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Gross rent, 8-2 
Guaranteed payments, 8-19, 14-6 
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H 


Half of self-employment tax, 4-13-4-14 
Half-year convention, 6-10-6-11 
Hardship distributions, 11-6 
Head of household, 2-9-2-10 
qualifying person for, 2-10 
Health Care and Education Reconciliation Act of 2010, 4-3 
Health Care Reform Act, 5-3 
Health care tax, 1-12-1-13 
Health insurance, premium tax credit, 9-29-9-30 
Health Insurance Marketplace, 9-29 
Health Insurance Marketplace (“Exchange”), 1-12-1-13 
Health savings accounts (HSAs), 4-6-4-9, 5-5 
High-deductible health plan (HDHP), 4-6, 4-9 
High-income taxpayers, itemized deductions, 5-32 
Hobby loss rules, 6-4, 6-33 
Holding period 
of capital asset, 7-9-7-10 
partnership, 14-4 
of replacement property, 12-11-12-12 
Home equity indebtedness/loans, 5-15-5-16 
Home mortgage interest, 5-15—5-16 
Home office deduction, 6-27-6-29 
deduction limit, 6-28 
Hope and Lifetime Learning Credits, 3-24, 4-2, 9-7, 9-9, 11-20 
Horizontal test, 15-18 
Household employees, 10-20-10-25 


I 

Illegal payments, 6-7 

Imputed interest rules, 3-26-3-27 
Incentive stock options adjustment, 13-29 


Income, 1-6; see also Adjusted gross income (AGI); Gross income; Other 
income; Other Nontaxable income 


Form 1040EZ, 1-11 

other income, 3-17-3-18 

for Schedule C trade or business, 6-4—6-6 
when and how to record, 3-1-3-2 
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Income shifting, 2-18 
Income tax formula, 1-5-1-6, 2-2 
Income tax withholding, 2-19, 10-2-10-7 
Income/loss items, 13-11 
Incorporators, 15-1 
Independent contractor, 1-8, 6-4—6-5 
Indirect expenses, 6-28 
Individual-based retirement plans, 11-2 
Individual income tax, 1-2, 1-4 
components of return, 1-6-1-10 
married taxpayers rates, 1-3 
Individual Retirement Accounts (IRAs), 9-19, 11-2, 11-14 
Individual-sponsored retirement plans, 4-1, 11-9-11-12 
Keogh plans (self-employed), 11-6-11-7 
Roth IRA, 11-11 
Informational returns, 8-18 
Inheritances, 3-18 
Inherited property, 6-8, 7-9, 7-38 
Inside basis, 14-2 
Installment obligation, 3-26 
Installment sales, 12-13-12-15 
dealers, inventory, and depreciation recapture, 12-15 
Insurance expense, 8-3 
Insurance for medical/long-term care, 5-4, 5-7-5-9 
Insurance proceeds, 3-15, 3-17 
Insurance reimbursement, 5-27 
Interest, 5-15; see also Deductible interest 
imputed interest rules, 3-26-3-27 
investment interest, 5-18 
rental activity expense, 8-3 
savings bonds interest exclusion, 3-24 
tax-exempt interest, 3-4 
taxable interest, 1-8 
Interest charged on all assessments, 2-23 
Interest income 
below-market-interest-rate loans, 3-4 
gift, shareholder, and similar loans, 3-27 
taxability of, 1-8 
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Interest paid on acquisition indebtedness or a home equity loan secured by a 
qualified residence, 5-15-5-16 
Interest and tax penalties, 2-22—2-26 
accuracy-related penalties, 2-25-2-26 
erroneous claim for refund/credit, 2-26 
failure to file a tax return, 2-24 
interest charged on all assessments, 2-23 
Internal Revenue Code (IRC), 1-2, 1-20, 2-26, 3-1, 12-1 
capital asset, 7-5 
foreign tax credit, 9-14—9-17 
IRC Section 179 expense election, 6-14-6-15, 8-9 
IRC Section 751, 14-21 
IRC Section 1202 exclusion/gains, 7-11, 13-30 
IRC Section 1211, 7-12 
IRC Section 1221 capital property (capital assets), 7-4—7-6, 7-38 
IRC Section 1231 trade/business property, sale of, 7-4, 7-6-7-7, 7-20-7-21, 7- 
38 
IRC Section 1245 recapture, 7-21—7-24, 7-38, 12-15 
IRC Section 1250 property, 7-10, 7-22—7-26, 7-38 
IRC Section 1411, 7-11 
Internal Revenue Service (IRS) 
IRS method (for rental expenses), 8-11-8-14 
IRS Notices, 1-23 
IRS rules, for tax preparers, 1-24—1-25 
website of, 1-8, 1-20, 1-22, 10-31 
IRS Cumulative Bulletins, 1-20, 1-23 
IRS method (for rental expenses), 8-11-8-14 
IRS Notices, 1-23 
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IRS Publication 15 (Circular E—Employer’s Tax Guide), 10-1, 10-10, 10-16 
IRS Publication 15-A (Employer’s Supplemental Tax Guide), 10-1 

IRS Publication 17, 2-10, 2-14, 2-20 

IRS Publication 334, 6-4 

IRS Publication 463, 6-22, 6-26 

IRS Publication 504 (Divorced or Separated Individuals), 7-2 

IRS Publication 531, 1-8 

IRS Publication 544 (Sales and Other Dispositions of Assets), 7-1, 7-4 


1226 


IRS Publication 547 (Casualties, Disasters, and Thefts), 5-27 
IRS Publication 550 (Investment Income and Expenses), 7-1, 7-31 
IRS Publication 551 (Basis of Assets), 7-1-7-2 
IRS Publication 559 (Survivors, Executors & Administrators), 7-2 
IRS Publication 575 (Pension and Annuity Income), 11-14 
IRS Publication 590, 11-15-11-16 
IRS Publication 600, 5-13 
IRS Publication 915, 3-11 
IRS Publication 939, 11-21 
IRS Publication 946 (How to Depreciate Property), 6-10, 6-16, 13-27 
IRS Publication 969, 4-9 
IRS Publication 970 (Tax Benefits for Education), 11-13 
IRS Publication 974, 9-30 
IRS Publication 5187, 9-30 
IRS Publication 5201, 9-30 
Inventory, 6-6, 7-4, 7-7, 12-15 
Investment advisory fees, 5-31 
Investment asset, 7-1 
Investment counsel, 5-30 
Investment expenses, 5-18, 5-31 
Investment interest, 5-18 
Investment portfolio software, 5-31 
Investment-related expenses, 5-3, 5-31 
Investment scam losses, 5-30 
Involuntary conversions, 12-7-12-13 
basis and holding period, 12-11-12-12 
replacement property, 12-10-12-12 
Itemized deductions, 5-1-5-3, 6-28 
adjustments to AMT, 13-23-13-25 
casualty and theft losses, 5-25-5-29 
charitable gifts, 5-20-5-25 
comprehensive example, 5-33 
high-income taxpayers, 5-32 
interest, 5-15-5-19 
investment-related expenses, 5-31 
medical expenses, 5-3-5-9 
miscellaneous deductions, 5-30-5-32 
personal casualty losses limitation, 5-27—5-29 
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state and local taxes, 5-9-5-14 


J 


Job search costs, 5-31 

Jobs and Growth Act (the “2003 Act”), 3-8 
Joint return test, 2-12 

Joint venture, 13-15 

Judicial tax authority, 1-21, 1-23-1-24 
Jury duty pay, 3-14 


K 


Keogh retirement plan, 6-4, 11-2, 11-6-11-7, 11-14 
Kickbacks, 6-7 


L 


Leased vehicles, 6-18 
Legislative regulations, 1-22 
Liabilities 

assumed on nontaxable exchange, 12-5 

for at-risk purposes, 13-5-13-7 

contributed property with, 14-5 

partnerships, 14-17-14-18 
Life expectancy/life expectancy tables, 11-15-11-16, 11-25-11-27 
Life insurance premiums (employer-paid), 3-16 
Life insurance proceeds, 3-17-3-18 
Lifetime Learning Credits, 4-2, 9-7, 9-9-9-10, 11-20 
Like-kind asset, 12-3 
Like-kind exchanges, 12-2-12-7 

boot property, 12-3-12-4 

deferred exchanges, 12-6-12-7 

liabilities assumed, 12-5 

tax basis of new property received, 12-4-12-5 
Limited liability corporation (LLC), 8-1, 8-17, 14-1 
Limited liability partnerships (LLPs), 14-1 
Limited partnerships (LPs), 8-22, 14-1 
Liquidation 

corporate liquidation, 15-15 
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partnership interest, 14-20 
Listed property, 6-16 
Loan origination/processing fees, 5-17 
Loans 
below-market-interest-rate loans, 3-25-3-27 
business bad debts, 6-29-6-32 
compensation-related loans, 3-27 
education loans, 4-3 
forgiveness of debt, 3-15 
home equity loans, 5-15-5-17 
original issue discount (OID) rules, 3-4, 3-27-3-28 
Lobbying/political expenses, 6-7 
Local transportation expenses, 6-22-6-24 
Long-term capital asset, 7-9 
Long-term care, 4-15, 5-4, 5-7 
Long-term contracts, 13-29 
Luxury automobile limitations, 6-17-6-18 
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M 


Machinery and equipment, 7-6 
MACRS. see Modified Accelerated Cost Recovery System (MACRS) 
Madoff scandal losses, 5-30 
Management fees, 8-3 
Marginal tax rates, 1-5 
Market discount bonds, 3-28-3-29 
Married individuals 
filing jointly, 2-9 
sale of personal residence, 12-19 
traditional IRA rules, 11-10 
Material participation, 6-4, 13-9-13-10, 13-15 
Maximum capital gains rate, 7-10 
Meals and entertainment expenses, deductibility of, 6-26-6-27 
Meals and lodging, 3-16, 5-7 
Medicaid, 1-12 
Medical capital expenditures, 5-5 
Medical expense deduction formula, 5-3; see also Deductible medical 
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expenses 
Medicare, 1-12 
Medicare A insurance, 5-7 
Medicare B premiums, 5-7 
Medicare surtax, 7-11 
Medicare tax/tax withholding, 1-4, 6-34, 10-7 
Medicine and drugs, 5-5 
Member of household test, 2-14—2-15 
Membership fees, 6-26 
Mid-month convention, 6-10, 6-12 
Mid-quarter convention, 6-10-6-11 
Military personnel, 1-14, 3-18, 4-3, 4-13 
Minimum essential coverage, 1-12 
Miscellaneous itemized deductions, 5-31—5-32, 6-28 
Modified Accelerated Cost Recovery System (MACRS), 6-8, 6-10 
rental property, 8-5 
summary of MACRS Depreciation, 6-14 
Modified adjusted gross income (AGD), 3-11, 4-4 
adoption assistance, 3-25, 9-20-9-22 
child tax credit, 9-18 
phaseout of education credits, 9-10 
retirement savings contributions credit, 9-19 
student loan interest, 3-25 
Money contribution, 14-5 
Mortgage insurance premium deduction, 5-18 
Mortgage interest, 5-15—5-17, 8-13 
Mortgage points, 5-17 
“Safe-harbor” criteria, 5-17 
Moving expenses, 4-10-4-13 
change in employment, 4-10-4-11 
employer reimbursements, 3-16, 4-13 
Multifamily residential homes, 8-13 
Multiple support agreement, 2-15-2-16 
Musical compositions, 7-5 
Mutual fund, 3-8 
Mutual fund sales, 7-26, 7-32-7-33 
capital gains distributions, 7-31 
example of, 7-33 
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N 


National disaster area, 5-27 
Necessary criterion, 6-7 
Negligence, 2-26 
Net operating losses (NOL), 15-13-15-14 
Netting capital gains/losses, 7-12—7-20 
No-additional-cost services, 3-15 
No high-income limitation, 5-32 
Non-cash gifts, 5-23 
Nonbusiness bad debt, 6-29 
Noncontributory plan, 11-4 
Noncustodial parent, 2-14, 2-16 
Nondiscrimination rules, 3-15, 11-6 
Nonqualified moving expenses, 4-10 
Nonrecourse debt, 13-5, 13-7 
Nonrecourse liabilities, 13-5 
Nonrefundable credits, 9-1 
Nonresident alien, 2-9, 2-18 
Nontaxable employee fringe benefits, 3-15-3-17 
accident/health/medical insurance, 3-16 
Nontaxable exchanges, 6-8-6-9, 7-9 
requirements of, 12-2-12-3 
tax basis of new property received, 12-4-12-5 
Nontaxable income, 3-1; see also Other nontaxable income 
Not a qualifying child test, 2-15-2-16 
Notes receivable, 7-4 


O 


ObamaCare, 4-13 
Old age, survivors, and disability insurance (OASDI), 10-7 
Ordinary assets 
recognized gain or loss from, 7-7 
sales of, 7-38-7-39 
Ordinary criteria, 6-7 
Ordinary dividends, 7-31 
Ordinary income asset, 7-5 
Ordinary income or loss, 14-6-14-12 
Ordinary income property, 7-4-7-5, 15-11 
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Ordinary and necessary trade or business expenses, 6-7-6-8 
Organizational expenses, 15-12 
Original issue discount (OID) rules, 3-4, 3-27-3-29 
exceptions for, 3-28 
Other income, 3-14-3-15 
certain insurance proceeds, 3-15 
nontaxable income, 3-1 
Other nontaxable income, 3-17-3-18 
child support, 3-18 
Other payments, 2-21-2-22 
Other personal credits, 9-30-9-31 
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Out-of-pocket expenses, 4-9 
Outside basis, 14-2 
Ownership test, 12-16 


P 


Paid tax preparers 
defined, 1-24-1-25 
IRS rules for, 1-24-1-25 
Parent-subsidiary groups, 15-17-1-18 
Partner health premiums, 14-12 
Partnership, 8-1, 8-18, 14-1, 15-1 
depreciation, 14-12 
formation of 
beginning partner basis, 14-2 
contributed property with liabilities, 14-5 
contribution of services, 14-4-14-5 
partnership basis, 14-3 
guaranteed payments, 14-6 
ordinary income or loss, 8-22 
passive activities, 8-19-8-22 
rental activities, 13-15 
Partnership basis, 14-3 
basis in, basis out, 14-2-14-3 
increases/decreases in, 14-16-14-17 


1232 


liabilities and, 14-17-14-18 
Partnership distributions, 14-18-14-19 
basis of distributed property, 14-19 
gain on current distributions, 14-18 
Partnership interest 
basis of, 14-16-14-17 
liquidation of, 14-20 
sale of, 14-21 
Partnership ordinary income or loss, 14-6-14-12 
Partnership taxation, 14-1 
basis of partnership interest, 14-16-14-17 
liabilities of, 14-17-14-18 
comprehensive example, 14-22-14-30 
guaranteed payments, 14-6 
liquidation of partnership interest, 14-20 
partnership ordinary income or loss, depreciation, 14-12 
sale of partnership interest, 14-21 
separately stated items—allocations to partners, 14-13 
self-employment income, 14-15 
Passive activity, 6-4, 8-9, 8-18, 8-22 
adjustment/K-1, 13-29 
definition of, 13-9 
disposition of, 13-16 
partnership income/loss, 8-19-8-22 
Passive activity loss (PAL), 13-1, 13-9-13-16 
at-risk and, 13-2-13-8 
Passive income/loss, 13-11 
Pay-as-you-go system, 10-1 
Payroll, tax issues of, 10-1-10-2 
Payroll tax deposits, 10-10 
Payroll tax withholding system, 1-14, 10-2 
backup withholding, 10-29 
lookback period, 10-10 
as pay-as-you-go system, 10-1 
percentage method, 10-5 
supplemental wage payments, 10-28 
tables for percentage method, 10-43-10-47 
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Payroll taxes, 10-10-10-16 
deposit penalties, 10-12 
Penalties; see also Interest and tax penalties; Tax penalties 
deposit penalties, 10-12 
on early withdrawals of savings, 4-15 
for erroneous claim for refund/credit, 2-26 
for failure to pay estimated income tax, 2-25 
incorrect/late filing of W-2s, 10-27 
Pension plans, 11-3-11-4, 11-5, 11-14 
Percentage limitations of charitable donations, 5-21-5-22 
Percentage method for tax withholding, 10-5, 10-43-10-47 
Permitted deductions from income, Form 1040EZ, 1-10 
Personal allowances worksheet, 10-2, 10-5 
Personal auto; see also Automobiles 
actual cost method, 5-6 
Personal credits, 9-30-9-31 
Personal exemptions, 2-11 
Personal and luxury travel, 6-25-6-26 
Personal property, 6-10 
charitable contributions of, 5-21 
placed in service after 1986 and before 1999, 13-27 
Personal property taxes, 5-10-5-11 
property sold during year, 5-11 
Personal residence, sale of, 12-16-12-20 
Personal service activity, 13-10 
Personal-use asset, 7-1 
Personal/rental property, 8-9-8-15 
Phaseout of adoption credit, 9-20-9-22 
Phaseout of education credit, 9-10 
Points, 5-17 
Portfolio income, 13-11 
Preference items, 13-29-13-30 
Preferred stock, 3-8 
Premature savings withdrawal, 4-15 
Premium tax credit, 9-29 
Preparer tax identification number (PTIN), 1-24 
Primarily personal use of vacation home, 8-9-8-11 
Primarily rental use of vacation home, 8-9-8-11 
Principal, 5-16 


1234 


Private Letter Rulings (PLRs), 1-23 
Private mortgage insurance (PMI), 5-18 
Prizes and awards, 3-14 

Proceeds from the sale, 7-2 

Production of income property, 8-1 
Professional dues/subscriptions, 5-30 
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Profit motive, 6-4 
Profit-sharing plans, 11-2, 11-4-11-5, 11-14 
Progressive rate structure, 1-2-1-3 
Progressive tax system, 1-2-1-3, 10-6 
Property; see also Personal property 
basis of distributed property, 14-19 
listed property, 6-16 
for the production of income, 8-1 
replacement property (like-kind exchanges), 12-11-12-12 
Property donations 
capital vs. ordinary income property, 5-20 
personal tangible property clarification, 5-21 
Property received as a gift, 7-38 
Property settlement, 4-17 
Property taxes 
personal property, 5-10-5-11 
on property sold during the year, 5-11 
rental expense, 8-3 
Proportional rate structure, 1-4 
Proportional tax, 1-4 
Proposed regulations, 1-22, 13-3 
Protective clothing, 5-31 
Provisional income, 3-11 
Public assistance payments, 3-18 
Publication 5187, 1-13 
Publication 5201, 1-13 


Q 
Qualified dividends, 3-8-3-9 
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Qualified Dividends and Capital Gain Tax Worksheet, 7-37 
Qualified donee organization, 5-20 
Qualified education expenses, 4-3, 4-19-4-20, 9-7 
Qualified education loans, 4-3 
Qualified higher education expenses, 3-24 
Qualified long-term care insurance contracts, 4-15, 5-7-5-9 
Qualified long-term care services, 5-7—5-9 
Qualified nonrecourse financing, 13-7 
Qualified nonrecourse liabilities, 13-5 
Qualified pension plans, 11-3-11-5 
distributions from, 11-14-11-17 
primary benefits from, 11-4 
Qualified person, 13-7 
500-hour test, 13-9 
Qualified profit-sharing plan, 11-4 
Qualified retirement plans, 9-19 
Qualified small business (QSB) stock, 7-11, 13-30 
Qualified transportation fringe benefit, 3-16 
Qualified tuition program withdrawals (QTP), 3-17 
Qualifying child, 2-10, 2-12-2-14 
additional child tax credit, 9-18 
age test, 2-13 
divorced/separated parents, 2-14 
earned income credit, 9-22-9-24 
Qualifying expenses, child/dependent care credit, 9-2 
Qualifying individual 
child/dependent care credit, 9-2 
child/dependent medical expense deduction, 5-3-5-9 
head of household, 2-10 
Qualifying relative, 2-10, 2-12, 2-14-2-16 
Qualifying widow(er) with dependent child, 2-11 


R 


Railroad retirement benefits, 3-11 
Real estate professional, 8-2 
Real estate taxes, 5-11-5-13 
Real property, 6-10 
holding periods, 7-10 
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placed in service after 1986 and before 1999, 13-24-13-27 


placed in service after 1988, 13-27 
Realization concept, 3-1-3-2 
Reasonableness standard, 6-7 
Recapture provision 

alimony recapture rules, 4-18-4-19 

Section 1245 recapture, 7-21—7-24 

Section 1250 recapture, 7-22, 7-25 
Receivables, 7-4, 7-7 
Recourse liability, 13-5 
Regressive rate structure, 1-4 
Regressive tax, 1-4 
Regulated investment companies, 3-8 
Related party, 12-6, 12-21 
Related-party losses, 12-21-12-22 
Relationship or member of household test, 2-15 
Relationship test, qualifying child, 2-13 
Rental activities, 13-11-13-15 

nonexclusive use by customers, 13-15 
Rental expenses, 8-3-8-9 

allocation of, 8-11-8-13 
Rental income, 8-2-8-3 

comprehensive example of, 8-5 

expenses paid/services provided, 8-3 


Rental property, 8-1-8-9; see also Vacation homes 


Capital improvements, 8-4 

depreciation of, 8-3-8-5 

farm rental income, 8-2 

as passive activity, 8-9 
Repair and maintenance costs, 8-3-8-4 
Replacement period, 12-11 
Replacement property, 12-10-12-11 

basis and holding period of, 12-11-12-12 
Required minimum distribution (RMD), 11-15 
Research Institute of America (RIA), 1-21 
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Residency test, 2-13 
qualifying child, 2-13 
Retirement benefit amount, 11-3 
Retirement plans, 11-1-11-3, 11-15 
distributions from qualified plans, 11-14-11-17 
employer-sponsored plans, 11-2 
self-employed individuals, 4-1 
Retirement savings contributions credit, 9-19 
Revenue Procedures (Rev Proc), 1-22-1-23 
Revenue Reconciliation Act of 1993, 3-28 
Revenue Rulings (Rev Rul), 1-22-1-23 
Rollovers, 11-20-11-21 
Roth conversion, 11-20 
Roth IRA, 9-19, 11-2, 11-11 
taxation of distributions from, 11-18 
Royalty income, 8-16-8-17 
Royalty-producing property/investments, 8-1 


S 

S corporations, 8-1-8-2, 8-17-8-18, 13-15, 15-20, 15-25 
Safe deposit box fees, 5-30 

Safe-harbor criteria, 5-17 

Safe-harbor rule, 10-30, 12-7 

Safety equipment, 5-31 

Salaries, Form 1040EZ, 1-7-1-8 

Sale of partnership interest, 14-21 

Sale of personal residence, 12-16-12-20 


disabled individual, 12-18 
married individuals, 12-19 
Sales of assets 
block stock, 7-26, 7-33 
business property, 7-20-7-26 
capital assets, 7-9-7-19 
capital gains rate, 7-10-7-11 
inherited property, 7-38 
mutual funds, 7-32-7-33 
netting of gains/losses, 7-12—7-20 
ordinary assets, 7-7-7-9, 7-38 
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worthless securities, 7-37 
Sales tax tables, 5-12 
Salvage value, 6-13 
Savings accounts, penalty on early withdrawals, 4-15 
Savings bond interest exclusion, 3-24—3-25 
Schedule A (Itemized Deductions), 3-10, 5-1 
casualty and theft losses, 5-25-5-29 
charitable gifts, 5-20-5-25 
comprehensive example, 5-33 
deductible interest, 5-15-5-19 
foreign taxes, 5-13 
high-income taxpayers, 5-32 
investment-related expenses, 5-3, 5-31-5-32 
miscellaneous deductions, 6-28 
sample form, 5-2, 13-26 
state and local taxes, 5-10-5-11 
Schedule B (Interest and Ordinary Dividends), 3-5-3-6 
Schedule C (Profit or Loss From Business), 3-5, 5-10, 6-4 
business bad debts/casualty losses, 6-29 
comprehensive example, 6-37-6-39 
cost of goods sold, 6-6 
depreciation, 6-8-6-9 
hobby loss rules and educational expenses, 6-33-6-34 
home office deduction, 6-27-6-28 
local transportation expenses, 6-18-6-24 
luxury automobile limitations, 6-17—6-18 
meals and entertainment, 6-26-6-27 
ordinary and necessary trade/business expenses, 6-7—6-8 
rental income, 8-2 
sample form, 6-2-6-3 
self-employment income, 1-8, 6-1—6-4 
self-employment tax, 6-34-6-36 
travel expense, 6-24-6-26 
Schedule C-EZ, 6-4 
Schedule D (Capital Gains and Losses), 7-2, 7-12, 12-12 
example of, 7-15-7-16 
sample form, 7-29-7-30, 7-35-7-37 
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Schedule E (Supplemental Income and Loss), 6-8, 8-1-8-2, 8-6, 8-18, 8-21 
Schedule EIC (Earned Income Credit), 2-21, 2-23, 9-27-9-28 
Schedule H (Household Employment Taxes), 10-23-10-24 
Schedule K-1 (Partner’s Share of Income, Deductions, Credits, etc.), 8-18-8- 
20, 13-4, 13-29-13-30, 14-1, 14-13-14-15 
Schedule L, 15-16 
Schedule M-1, 15-16-15-17, 15-26 
Schedule M-3, 15-16-15-17 
Schedule R, 9-8 
Schedule SE (Self-Employment Tax), 6-35-6-36, 6-42, 10-16-10-25 
Scholarships and fellowships, 3-17, 4-3 
Section 179 expense deductions, 14-12 
Section 1221 capital property (capital assets), 7-4-7-6 
Section 1231 trade/business property, 7-4, 7-6 
Self-employed business income, 6-1-6-4; see also Schedule C 
Self-employed health insurance deduction, 4-14-4-15 
Self-employed individuals, 1-8, 6-5 
business use of home, 6-27-6-28 
meals and entertainment expenses, 6-26-6-27 
retirement plans, 4-1, 11-6-11-7 
self-employment taxes, 10-16-10-25 
Self-employment earnings (loss), 8-19 
Self-employment income, 14-15 
Self-employment net earnings, 4-14 
Self-employment (SE) tax, 6-34-6-36, 10-16-10-25 
deduction for half of, 4-13-4-14 
SEP (simplified employee pension plan), 9-19, 11-7, 11-14 
Separate maintenance, 4-17 
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Separated parents, child of, 2-14 

Separately stated items, 8-18, 14-12-14-15, 15-20 
Series E savings bonds, 3-4 

Series EE savings bonds, 3-3-3-5, 3-24 

Series HH bonds, 3-4 

Series I savings bonds, 3-3, 3-24 

Services, contribution of, 14-4-14-5 

Severance pay, 10-28 
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Shareholder transactions, 15-14-15-15 
liquidation, 15-15 
Shareholder’s basis, 15-25-15-26 
Short-term capital asset, 7-9 
SIMPLE plan, 9-19, 11-2, 11-7-11-9, 11-14, 11-17 
Simplified employee pensions (SEP), 9-19, 11-7, 11-14 
Single filing status, 2-9 
Sixteenth Amendment (1913), 1-1-1-2, 1-20 
Small corporation, 15-19 
Social Security Act of 1935, 10-17 
Social Security Administration (SSA), 10-27 
Social Security benefits, thresholds and taxability of, 3-11-3-14 
Social Security Benefits Worksheet, 3-14 
Social Security tax, 6-34, 10-7 
Sole participant, 13-9 
Sole proprietors, 6-1, 6-4, 15-1 
Source documentation, 1-15 
Special property transactions, 12-1 
installment sales, 12-13-12-15 
involuntary conversions, 12-7-12-13 
like-kind exchanges, 12-2-12-7 
related-party losses, 12-21-12-22 
sale of personal residence, 12-16-12-20 
Special test for qualifying child of more than one taxpayer, 2-14 
Specific identification, 7-32 
Standard deduction, 2-17-2-18, 3-10, 5-1, 5-3, 13-24 
Standard mileage allowance, 5-6, 6-23-6-24, 8-4 
Start-up expenses, 15-12 
State disability insurance (SDI), 5-12 
State and local taxes, 5-9-5-15; see also Deductible state and local taxes 
documentation for, 5-13-5-14 
refunds of, 3-10 
State Tuition Programs, 4-2 
State Unemployment Tax Act (SUTA), 10-19 
Statutory employee, 6-6 
Statutory sources of tax authority, 1-20-1-21 
Stock 
incentive options adjustment, 13-29 
wash sales of, 12-22-12-23 
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worthless securities, 7-37 
Stock dividends, 3-5-3-8 
Stock splits, 3-8 
Straight line depreciation, 6-13, 8-4 
Student loan interest, 3-25, 4-2—4-6 
critical issues concerning, 4-5 
deduction worksheet, 4-6 
qualified education expenses, 4-3, 4-19-4-20, 9-7 
Student loan programs, 4-2 
Subchapter S corporation, 8-17, 15-1, 15-20-15-26 
corporate/shareholder basis and distributions, 15-25-15-26 
Schedule M-1, 15-26 
self-employed health insurance deduction, 4-14-4-15 
Subscriptions to investment publications, 5-31 
Subsidized health plan, 4-14 
Substance over form concept, 4-18 
Substantial understatement, 2-25-2-26 
Supplemental wage payments, 10-28 
Support, defined, 2-13 
Support test 
exceptions to, 2-15—2-16 
multiple support agreement, 2-16 
qualifying child, 2-13 
qualifying relative, 2-14—2-16 
Supreme Court, 1-1 
Surviving spouse, 2-11 


T 

Tax-advantaged accounts, 11-2 

Tax authority, 1-2, 1-19-1-24 
administrative tax authority, 1-21 
defined, 1-19 
judicial tax authority, 1-23-1-24 
Revenue Procedures, 1-22-1-23 

Tax base, 1-10 

Tax basis, nontaxable exchange, 12-4-12-5 

Tax basis balance sheet, 14-3 

Tax benefit rule, 5-12 
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Tax Court, 1-23-1-24 

Tax Court method, 8-11-8-13, 8-15 

Tax credits, 9-1-9-2 
adoption credit, 9-20-9-22 
child tax credit, 9-18 
child/dependent care expenses, 9-2-9-5 
earned income credit (EIC), 9-22-9-28 
education credits, 9-7-9-13 
elderly/disabled credit, 9-6 
farmers/commercial fisherman, 2-22 
foreign tax credit, 9-14-9-17 
penalty for erroneous claim, 2-26 
retirement savings contributions credit, 9-19 

Tax deduction, tax credit vs., 9-1 

Tax-deferred accounts, 11-2 

Tax-deferred nonretirement plans, 11-2 
Coverdell Education Savings Account (CESA), 11-12-11-13 
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Tax-deferred plans and annuities, 11-1-11-3; see also Distributions from tax- 
deferred pension plans 
Tax-deferred plans for other purposes, 11-3 
Tax-deferred retirement plan, 11-3 
Tax due with return, 1-19, 2-22 
Tax due to IRS, 2-18-2-22 
amount of tax, 2-19 
estimated tax payments, 2-20 
other payments, 2-21-2-22 
Tax-exempt income, 3-2 
Tax forms, using correct form, 2-8 
Tax-free rollovers, 11-20 
Tax home, 6-18 
Tax liability, corporation, 15-9-15-14 
Tax payments, 1-14, 1-19 
Form 1040/1040A, 2-19 
Tax penalties, 2-22-2-26 
accuracy-related penalties, 2-25-2-26 
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erroneous claim for refund/credit, 2-26 
failure to file a return, 2-24 
interest charged on all assessments, 2-23 
Tax preference items, 13-25, 13-29-13-30 
depreciation on pre-1987 assets, 13-30 
Tax preparation software. see TaxACT software 
Tax preparers, IRS rules for, 1-24-1-25 
Tax rate structures, 1-2—1-4 
proportional tax, 1-4 
Tax rates, corporate tax rates, 15-13 
Tax Reform Act of 1986, 1-22 
Tax refund, 1-19, 2-22 
penalty for erroneous claim, 2-26 
state and local tax refunds, 3-10 
Tax return preparation fees, 5-30 
Tax returns, type and number of, 1-2 
Tax shelters, 13-1 
Tax system, criticism of, 1-2 
Tax tables, 1-11 
Tax treaties, 1-21 
Taxability of plan earnings, 11-3 
Taxable fringe benefits, 10-28 
Taxable income, 4-1 
corporations, 15-9-15-14 
Form 1040EZ, 1-11-1-12 
Sub S corporations, 15-20, 15-25-15-26 
Taxable interest, 1-8 
TaxACT software, 1-15 
documents received, 1-16 
Forms Method, 1-25-1-27 
Taxpayer identification number (TIN), 10-29 
Taxpayer Relief Act of 1997, 12-16 
Technical Advice Memorandums, 1-23 
Temporary regulations, 1-22 
Terminally ill person, 3-18 
Theft losses, 5-25; see also Deductible casualty and theft losses 
Thrift value, 5-23 
Tie-breaker rule, 2-14 
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Time period for finding exchange property, 12-5 
Time test for moving expenses, 4-11 
Tips, 10-8-10-10 
allocated tips, 10-10 
Form 1040EZ, 1-7-1-8 
Total income, 3-1, 4-1 
Total ownership test, 15-18 
Total tax liability, 2-19 
Total tax payments, 1-19 
Trade or business, 6-4 
Trade or business asset, 7-1, 7-4, 7-6 
Trade or business expense, ordinary and 
necessary, 6-7-6-8 
Traditional IRA, 11-2, 11-9-11-10, 11-12 
married taxpayers, 11-10 
taxation of distributions from, 11-17-11-18 
Transportation and travel, 6-18-6-27 
actual car expenses, 6-24 
deductibility of meals/entertainment, 6-26-6-27 
foreign business travel, 6-25 
for medical purposes, 5-6-5-7 
standard mileage rate, 6-23-6-24 
volunteer/charitable activities, 5-20 
Travel expense, 6-24-6-26, 8-3-8-4 
limits on, 6-25 
Treasury regulations, 1-22 
Trustee, 11-3 
Trusts, 8-1, 8-17 
Tuition and fees deduction, 4-20 
200% declining balance switching to straight-line method, 6-13 


U 


Unemployment compensation 
Form 1040A/Form 1040, 3-10 
Form 1040EZ, 1-10 

Unemployment taxes, 10-17-10-20 

Uniform Capitalization Rules, 6-6 

Uniform Settlement Statement, 5-17 
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Uniforms, 5-31 
Union dues, 5-30 
U.S. Court of Appeals, 1-23 
U.S. Court of Federal Claims, 1-23 
U.S. District Court, 1-23 
U.S. Savings Bonds, 3-24, 3-28 
interest exclusion, 3-4-3-5 
qualified education expense, 4-3 
U.S. Tax Court, 1-23 
U.S. Treasury Department. see Treasury regulations 
Unrecaptured Section 1250 gain, 7-10, 7-22 
Unrecaptured Section 1250 Gain Worksheet, 7-30 


Unreimbursed employee business expenses, 5-1, 5-30 
Use test, 12-16 


V 


Vacation homes 
allocation of rental expenses, 8-11-8-13 
personal/rental property, 8-10-8-11 
rental of, 8-9-8-15 
Vacation pay, 10-28 
Vehicle mileage not reimbursed by employer, 5-31 
Vertical test, 15-18 
Vesting, 11-4-11-5 


Ww 

Wage bracket method, 10-5-10-6, 10-43-10-47 

Wages 
Form 1040EZ, 1-7-1-8 
income tax withholding from, 10-2-10-7 
supplemental wage payments, 10-28 

Wash sales of stock, 12-22-12-23 

Withdrawals, 11-13 

Withholdings; see also Payroll tax withholding system 
backup withholding, 10-29 
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income tax withholding, 2-19 
Workers’ compensation, 3-18 
Working condition fringe benefit, 3-16 
Worksheet A-Earned Income Credit (EIC), 9-28 
Worthless securities, 7-37 


Y 


Year of disposal convention, 6-12 
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